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CHAPTERFI 
INTRODUCTION 


During the last decade, our minority population has been 
able to make dramatic strides toward achieving a greater degree 
of freedom and equality in most aspects of the American way of 
ite, For the black segment of this minority population, to whom 
this study is directed primarily, this freedom has been over 100 
Mears in coming. 

Acta Lolo l equality in the areas of employment, 
Pe@veation, housing and the political process still has not been 
fully realized in the years since the issue of school desegre- 
gation was raised nationally in the 1950's, enough progress has 
been made to allow the focus of emphasis to shift somewhat from 
more individual freedoms to more collective ones. Some have 
termed this a desire for a more significant "piece of the 
action"--a greater collective involvement in the American 
economic mainstream that has always been beyond their grasp. 

The concept of "Black Capitalism" made its first public 
appearance, in terms of true awareness by the majority popula- 
tion, at a meeting of the Urban Coalition in Washington, D.C. 
in the summer of 1968. It was during this time that the 
Winolonce ano destruction by the militant arm of the Black Power 
Movement had reached epidemic proportions. From the Birmingham 


riots in 1963 through the destruction of the Shaw District in 


a 
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our nation's capital in 1968, deaths were totaling in the 
Bondreds and property damage in the hundreds of millions of 
dollars. Ina span of but a few days, 34 deaths and over $35 
Mica property damage occurred in the Watts area of Los 
Angeles alone.* Black and white leaders alike sought an end to 
this violence which was further widening the chasm of under- 
standing between the races and also leaving the ghetto dwellers 
Ia Morse econemice, social ana political condition. 

The Urban Coalition meetings became one of the key 
means by which the civil rights movement was shifted from 
als truetion to construction. The black leaders replaced the 
Meca tor more employment with the need to create opportunities 
for blacks to own, develop and manage their own businesses 
aS he number one priority of the civil rights movement. When 
Roy Innes, a leader of the Congress on Racial Equality (CORE) 
ana also a recognized spokesman of the wave of militancy 
prominent at the time, publically endorsed the concept of Black 
eae talism in that same year, the full impact of this shift in 
emenasis by the great majority of black leaders was fully 
recognized as a possible solution to the problems that beset 
Pee the majority and the minority populations.* To the white 


community, capitalism was a concept well-understood and 


Inpinaneing Minority Businesses," The RMA Occasional 
Paper Series (Philadelphia: Robert Morris Associates, undated), 
Be. 


George De aaa Pool ae Vea e 
Capitalism: ¡Strategy for Business, in The Ghetto, by Theodore FE. 


Cross, in the Financial Executive, XXXVIII (September, 1970), 8. 


= 





3 
and presented an approach by which both the public and private 
Ao rs might finally be able to truly assist the minorities. 
To the blacks, capitalism might be the means by which they could 
achieve the autonomy, independence, wealth, self-determination 
ema seii-esteem they had desparately sought through the Black 
Fewer Movement, but with disastrous results. It might also be 
r IS to break the shackles of economic dependency which 
had kept them on the verge of a permanent welfare state, in 
Spite of their other newly won freedoms. 

Yet to get from the theoretical drawing boards to 
Barbie visible results in the streets of the ghetto is another 
matter. One of the difficult problems to be resolved, and one 
that is still being hotly debated, is to overcome the inherent 
SE ust many blacks have of the capitalistic system itself. 
After all, it was white capitalism that had brought them to 
ters country in bondage in the first place and now it was sup- 
posed to help free them. Some young and highly educated black 
leaders feel even today that inherent in any capitalistic system 
asa class dichotomy that requires one small and dominant 
Smpreprencurial proup to control and exploit the masses. To 
pursue Black Capitalism, a term which has since been changed to 
Peek business development to play down the emphesis on the 
Ward capitalism, will be to just replace a white oppressor by a 
black oppressor. In either case the black masses will still be 
Wir exploited. Still, the overwhelming majority of black 


Mesders highly endorse the concept. Their skepticism, however, 
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iewtocused On Che sincerity and commitment of the white man, 
Ama especially any program that has Federal sponsorship. 

Since the late 1960's, the Federal government has 
ereated a plethora of programs to assist minority businesses. 
As of the summer of 1971, there were 19 major Federal agencies 
sponsoring nearly 160 different programs that touch the area 
Of Minority enterprise in some way. Some, like the grazing 
Asoc iation loans offered by the Department of Agriculture, can 
n a De of sienificanee to most minority entrepreneurs. 
rs, however, like the Minority Enterprise Small Business 
Investment Company (MESBIC) Program, are aimed directly at the 
Dmmerity businessmen located in the heart of the inner city 
areas.” 

es BIC Program Was launened with múuen fanfare, 
optimism and predictions by Secretary of Commerce Maurice Stans 
in 1969. It is based on the premise that there is a serious 
emata gap in the minority communities which prohibits black 
business development and that can only be overcome by Federal 
ar ıjstance. it is further based on the recognition that minori- 
ties, which comprise 16 percent of our population, own or con- 
M only 3 percent of our nation's business enterprises. Its 
purpose is to encourage the Majority and minority private 


Seetors to provide more venture capital to minority businessmen. 


aes Department of Commerce, Federal Programs Assisting 


Minority Enterprise (Washington, D.C.: Government Printing 
@rtice , 1971).-p. Vv. 


“U.S. Department of Commerce, MNESBICs and [-inority 
Direct lilo (Wash ineten 1.0, Government. Printing Office, 
i ores. 
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Meets believed that by assisting our minorities to participate 
mere fully in the American economic mainstream, the private 
sector can "demonstrate (its) commitment to help resolve one 


E i I nation's most pressing social problems. "1 


Statement of Research Question 


Ihe primary question this study seeks to answer, then, 
is whether the MESBIC Program can become a viable mechanism by 
s she Federal eovernment can encourage and stimulate the 
Eo Wan Of the black business community by joining with the pri- 
vate sector to increase the supply of venture capital to minority 
merprises, 

Bessere this primary question can be answered properly mat 
will be necessary to understand the problems with which the 
AO Program is trying to cope. The first of these deals with 
Ao rent status Of Minority enterprises, both qualıtatıvely 
Ema uantitatively, and the extent of the capital gap existing 
in the minority communities. The second area of concern is the 
Gegree of responsiveness given to the needs of minority busi- 
Messmen by both the majority and minority banking industries. 
MPa, a brief analysis of the most important Federal programs 
dealing with the financial aspects of minority enterprises must 
be made in order to show where the MESBIC program does, or does 


MTL into Che total assistance package. 


oe 
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Wich these guestions properly dealt with, the mechanics 
matic MESoBIC program itself can be described and an analysis can 


madero Its periormance to date and prospects for the future, 


Scope of the Study 


The MESBIC program is but one of 160 Federal programs to 
assist minority enterprises and it works on but one of the four 
ingredients necessary for any business venture to achieve viabil- 
mye that of venture and debt capital. The other three ingre- 
ames consist ot the right man, the proper profit opportunity 
and the required degree of managerial and technical expertise. 
noten alsuceessful business requires all four ingredients, 
studies have shown that new businesses fail due to a lack of a 
Meervny financial structure, the lack of proper managerial 
s j cor a combination of both. This study will deal only 
Mia the financial aspects of minority business development, but 
Some discussion will be directed toward the managerial assistance 
Mie cions a MESBIC is supposed to provide. 

Pua@umer res ire loco the Scope Of ches SLUG) ers cad. 
although it deals with programs to assist all minority enter- 
Pis es. total emphasis will be placed on the black business 
ssambnity.. This is not meant to imply that other elements of 
ere total minority population are not as important as the black 
oment, it-is just that at this time the issue of black civil 
rights has been much more violent and visible. Also the black 


community Ls the largest single minority group accounting Tor 





{ 
65 percent of the total minority population and over 50 percent 


sali minority enterprises. 


EUrDpOSC ea ULLIaty of the Study 

Piecewise Os program was launched as. the first new direct 
assistance effort made by the Nixon Administration. Although 
under the operational control of the Small Business Administra- 
mao. 165 Chier advocate is the Office of Minority Business 
Enterprise (OMBE) in the Department of Commerce. OMBE's key 
Bunetion is to coordinate all Federal agency activity with re- 
Sspect to programs designed to assist in the development of 
minority businesses. 

One purpose of this study, then, is to see if this 
broader coordination effort, under which MESBIC was created, has 
Ao a Detter sense oí direction and effectiveness than tres 
amentiy has occurred with other Federal programs that have been 
fragmented in central direction by the autonomy of the agencies 
administering them. 

anobmer purpose ol Chis study 28 tO see ir the Reel 
program, which is a spin-off of the Small Business Investment 
Company (SBIC) program created by the Small Business Investment 
Act of 1958, has been properly modified and structured in order 
to avoid the pitfalls encountered in the early period of the 
Be T 5 tempestuous history. In other words, is the MESBIC 
Program Just a warmed-over version of the SBIC program relabeled 


only Tor political purposes? 


Luyixon Romine ee Lon spol to its Black Critican 
Black Business Digest, II (December, 1971), 15. 
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A final purpose is to try to determine whether the 
Federal government has properly defined the objectives of its 
unn; s economic development programs. If it has, is the MESBIC 
Pro: Dam a proper delivery vehicle; and if not, can it survive in 
peeve Of its ill-conceived objectives? 

Mera aleta rol hIS Study; then. isto try to 
provide insight and, hopefully, a better understanding of whether 
K (l Iy know What it is we are trying to do for the minority 
eL of our population in terms of providing them greater 
economic freedom. Pouring good money after bad into programs 
that may be doomed to begin with is not only wasteful in an 
economic sense, it may also be financing a psychological con- 


dition that can further polarize the races. 


Research Methods Utilized 

J On pun O has Ween che major Source Or tornar ion 
for this study and an attempt has been made to utilize a wide 
mite ot sources to bring as broad a spectrum of opinions to 
bear on the subject as time allowed. Further, more emphasis 
has been placed on periodical references since the minority 
business enterprise area is so new and rapidly changing that 
data only three years old can be quite dated with respect to the 
eurrent situation. 

Primary data, in the form of private interviews with 
mepresentvatives of Kederal agsencies, and local quasi-public 
MER Too orpanTzabrons assisting minority enterprises an che 
Washington Metropolitan area, has been used to supplement 


secondary data wherever possible. 
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Organization of the Stuay 

Mater ISP LO minority- busiımess community itself 
is examined in both quantitative and qualitative terms. A case 
is presented for black business development and a determination 
of the reasons causing the wealth gap in the ghetto communities 
Mat tempted. 

TIn op O ML. Lem rt dibional ecommerelial Tinancial 
rp i lC lOnnS . both minority-controlled as well as majority- 
meomerolled, is analyzed to determine to what extent they have 
been responsive to the needs of minority businessmen. Current 
H nds in these industries with respect to this subject are also 
presented. 

Inechspter.IV an examination is ade of the Federal 
Pieencial assistance programs, exclusively those of the Small 
Beunmess Administration, to assist minority businesses. The 
growth and development of SBAS major lending programs is 
ae ented. 

in Chapter V 1S an=analysis of the history, Broncho 
Memrormance of the SBIC industry. The importance of this analysis 
essrhat this industry represents the basic legislative and opera- 
Anal structure on which the MESBIC program is founded. 

Chapter VI deals solely with the MESBIC program itself 
to see how it differs from that of the SBIC program and to look 
at its development and performance to date. An analysis of the 
| oD program's current and potential effectiveness is given 
both by those who advocate its potential effectiveness and 


those who challenge it as to concept and operation. 





CHAPTER II 
STATUS AND NEEDS OF BLACK BUSINESS 


ISkrodu@er son 

Before any Federal assistance program is undertaken 
which commits public resources and funds to solve what has been 
ass lir dq to beca national problem, it is first necessary to 
Gemune this problem, both quantitatively and qualitatively. 
Only when the problem is so defined can it be determined whether 
the programs selected to commit these resources are in fact the 
Més solutions possible. The purpose of this chapter, then, is 
Meme vO better define the problem the MESBIC program hopes to 
Sore. 

RO dosis Wwe will first deserios me eurrene L GP za 
Meale of the black business community. Next we will examine 
ae uments concerning the merits of black business develop= 
Meme itself. Finally an analysis will be made of the wealth 
Ban chat is said to exist in the black community which severely 


meerricets the self-development of more viable businesses. 


Current status and. Profile of: the 


Black Business Community 
In August of 1971, the Department of Commerce published 


isis tt com cenenasa ye stabistacal data ever known vO be 


camp led on te status Ol mnority-owned businesses 1n our 
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country. The study, based on 1969 information accumulated by 
the Census Bureau and the Internal Revenue Service, leaves little 
doubt that our minorities have a rather miniscule "piece of the 
action" with respect to sharing in the economic wealth of our 
ieee enterprise system. For example, in 1969 there were approxi- 
mately 322,000 minority business enterprises in our country, and 
163,000 of those were black owned.” based on-an estimation that 
Bere Were over seven em total businesses in our country in 
1969, this means that all minorities owned or controlled 4 per- 
cent of our country's businesses and blacks only 2 percent. 

In terms of total sales, the disparity is even greater. 
Based on 1967 data, the total receipts of all firms was $1,498 
AANTOON. Of that amount, all minorities contributed a total 
G UO billion and blacks $4.5 billion. This means that black 
firms accounted for only 0.3 percent of all sales made.“ 

Keomparıson made with data on The b1114i0n dollar elup 
in the May 1971 issue of Fortune makes an even more graphic 
contrast. It was shown that there were 120 companies each re- 
porting sales in 1970 of over $1 billion. The bottom eleven 
firms alone grossed more than all minority businesses combined. 
Furthermore, General Motors, the nation's largest private 
business, reported sales of $18.8 billion in 1970, or nearly 
twice as much as the total sales of all 322,000 minority 


businesses combined. When the dimension of population is added, 


ya Bureau of the Census, Minority-Owned Businesses: 
1969, MB-1 (Washington, D.C.: Government Printing Office, 1971), 
DORA 1-2, 





Ipid,, Bor: 
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wich blacks representing 11.3 percent of the population, the 
white-to-black ratios are 8.8 to 1 in population, 46 to 1 in 
business ownership and 333 to 1 in sales volume , 1 

Although the above figures are quite dramatic, they do 
little to provide a comparative profile of black-owned businesses 
with those of all businesses. Table 1 shows a comparison of 
L “owned firms to all firms, by type of industry, with re- 
spect to number of firms and total receipts. As can be seen, 
black businesses are concentrated in the retail and service 
trades, with a total of 58 percent of all business receipts in 
No categortes. They are least prevalent in the fields of 
finance, manufacturing, wholesale trade, and transportation and 
other public utilities. Yet their percentage of total receipts 
to the total business community even in the retail and service 
Maltes 1S Still only 1.7 percent. 

On an individual city basis, a recent survey of The 
Washington, D.C. area has provided the following profile of 
black businesses as of late 1968: ° 

1. The population of Washington is 70 percent black 
yet blacks own only Peiner e at EO Falie pnSi nosses% 

C Mos trol e lack-ovned businesses darte in tuetser race 


and retail areas. 


lithe Black-White Dollar Cape “Black business, Dis sie 
(December, 1971), 21. 


ĉ Maury Seldin and Michael Sumichrast, "Negro Entrepre- 
warship in ehe Districs of Columbia,” (from an unpublished 
study Survey of Business Ownershiv in “ashington, D.C., prevared 
for the Small Business Administration by the Homer noyi Institute 
of American University. Washington, D.C., Mareh, 19609), pp. 9-10. 
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3. Most black-owned businesses are one-to-two man oper- 
ations while white businesses employ an average of 6.6 persons. 
One-quarter of all black businesses have no paid employees, where- 
eewome-Guarter of all white businesses employ 20 or more people. 

H. The median sales volume of all black businesses 
was less than $25,000 per year, in contrast to a white business 
sales median of $185,000 per year. 

5. Most blacks acquired their business over ten years 
aee and during the last ten years there was nearly an equal 
trade-off between blacks acquiring white businesses and vice 
versa. Tn summary, then, we can picture the typical black 
business aS a one man, retail- or service-oriented, ghetto- 

Bar ted Operation that is barely able to support the proprietor 
As tamily let alone contribute to the economic development 


ml black community. 


ine Case Ome whack 5 55555 v Popusnt 


With a profile as bleak as that presented in the pre- 
este Section, Ít is easy to conclude that the black business 
enni ty is not now even close to becoming a viable means of 
Fo ins the economic status of our black citizens. But the 
Sete of what should be done about stimulating a more viable 
sel business community is far from being clearly defined, 
especially among the black citizens themselves. The debate 
varies from one extreme of those who contend that any attempt to 
further the achievements of black capitalism will only result in 


a deeper economic enslavement of the black masses. At the other 
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Baer tie COntanuum are those who believe that increased black 
business development can ro ee the only means of giving the 
Meek population the benefits of the full and equal citizenship 
MS eeKs. 

Black sociologist E. Franklin Frazer has been one of the 
Pame Wnea contemporary critics of the black capitalists movement. 
She wrote in Black Bourgeoisie, "The myth of Negro business is 
bled up with the belief in the possibility of a separate Negro 
eae. . . Of course, behind the idea . . . 1s the hope 
of the black bourgeoisie that they will have the monopoly of 
Pen Negro market"? This implies that capitalism in any Torm 
Nal always tend to exploit the masses ana that in fostering the 
ameno ol black capitalism, the white master will merely be 
8 C j Dy a black master representing the black business elite. 

Followers of this line of thinking cite the fact thart 
there have been many attempts made to stimulate black business 
development throughout our nation's history. Philadelphia's 
Free African Society was founded in 1787 by leaders of the black 
community to give it a more unified voice in the city's economic 
affairs. In 1865, the Freedman's Bank was established by 
Congress to help the country's new black citizens learn the white 
man's disciplines of thrift and saving. Booker T. Washington, 
2021900, organized the National Negro Business League to 


stimulate the interest in and creation of more black businesses. 


as Franklin Frazer, Black Bourgeoisie (New York: 
@Coliver Books, 1957), p. 139. 


“Earl Ofari, The Myth of Black Capitalism (New York: 
llo (ti ie vie y SSD IIO palo, 
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or these attempts to develop a viable black business com- 
D Cither ended in total failure or further exploitation of 
the black masses. Ihe only peal solution to the plicit orrie 
CK masses, according to the extreme anti-black capitalism 
melıowers, is to do away with our imperialistic economic system 
am replace it with a communization of all available resources 
Buche black community. This will require a total class outlook 
toward the black liberation movement .* 

me foregorne denouncement ofeblack DUSiness so Top 
me cı1]l]l held by a relatively few number of individuals; but 
Ras” type of thinking does have some influence on the problem. 
ieee Up from this end of the continuum is a more prevalent 
wlewooint which does not question the necessity or merits of a 
mee viable black business community. Rather it challenges 
the belief that business development is the black peoples' 
Ms urgent priority. Andrew F. Brimmer, who became the first 
EU I governor of the Federal Reserve Board when so appointed by 
President Lyndon Johnson in 1966, believes that the number one 
fee facing the black community is increasing the employment 
Seeerctunities in the area of more meaningful and intellectually 
challenging work. 

Brimmer believes that the decade of the 1970s will offer 
greatly expanding economic opportunities for which the black 


peep le must be prepared. A higher level of education and a 


TC eo eae ie. 


Toes oo ee 
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wider range of new job skills are, to him, the only real elements 
eeu will help ensure that the black population is to achieve 
MINA ri icipation in the open society. He further stresses 
web although there should be some striving for increased black 
Ass ness development, the events of history have not given nee 
black community enough economic intelligence and business acumen 
memcOpe Successfully with the complexities of modern business. 
He warns his people not to be led astray by what appear to be 
exciting and dynamic schemes to enhance economic development, 
and that once the ". . . fallacy of ‘black capitalism' withers 
Eee che emerging opportunities for genuine participation in 
business can be seen more clearly." 

Im escenee, Lhen, Brimmer s position IS Gia blacks 
TRA not be led into the trap of creating more "Mom and Pop" 
Mie enterprises, which typifies the current black business, 
since these businesses will not make black capitalists out of 
am ene. Nor will they aida the black communities. Rather the 
Ate: people should concentrate on strengthening their existing 
businesses and increasing their employment levels, job skills 
eee cCONOMIGC Intelligence, which in turn will set the stage for 
meme vencual development of larger, more profitable black 
businesses. 

At the other end of the spectrum there are those like 


Pumbar S. MeLaurin, a former professor of economics at several 


l Andrew F. Brimmer, "Economic Agenda for Black 
Americans," Black Business Digest, I (March, 1971), 36. 


“Ibid., pp. 35-39. 
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dolleses ana now president of GHETTONOMICS, INC., a Harlem- 
pased Firm of ghetto economic consultants, who contends that 
"Brimmerism . . . is a desparate game of economic genocide for 
blacks . . . (which) advocates bringing Black Americans to the 
us toi full economic equality, but stopping just short of it." 
MeLaurin sees that this line of reasoning will never give blacks 
the opportunity to actually own any part of the economic system 
imewhnteh they will only be allowed to work, regardless of Heenan 
ee aevel of employment is more enlightening than it is now. 
eC result of Brimmer's approach will be to permanently 
memesate the black people to the role of "Marginal Americans." 

Samuel C. Thompson, a 2/7 year old MBA graduate of 
Wharton School of the University of Pennsylvania and also a 
Sraduate of Pennsylvania's law school, while also critical of 
Brimmer's total denouncement of the concept of black capitalisn, 
believes that these thoughts should be put into proper per- 
eleve. To him Brimmer ís correct to the extent that he 
believes the current thrust toward increased black ownership 
will only lead to the emergence of more "Mom and Pop" stores 
located solely in the ghetto areas, since the marginal business 
ss r rise pas little chance of success regardless of the color 
CS ae” proprietor. But as Thompson Sees It, like 1t or not, 
the "ownership bug is biting and aspirations are growing." He 
feels that the real meaning in Brimmer's message is not that 
blacks should avoid developing businesses, but that they should 


Dunbar S. MeLaurin, "White Brimmerism or Black Capital- 
ism," Black Business Digest, I (March, 1971), 43. 
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place more emphasis on developing larger and more productive 
enterprises that will be viable to markets that extend beyond 
wie. Dboundaries of the ghetto.” 
Abraham S. Venable, former Director of the Commerce 
Ber riment's Office of Minority Business Enterprise and currently 
Bm ccor of Urban Affairs at General Motors, probably puts the 
whole issue in the best perspective in his contention that the 
debate over the merits of black business development has been 
going on since at least 1900, when Booker T. Washington formed 
the National Negro Business League to develop a plan to assist 
PeckS tO participate more fully in the country's business life. 
As Venable has stated It: 
Dee sımrlarıities An the conditions Tacine Dplacks chen 

ORON are Striking and pitı ul. Bhaccs jy 1900 Were 

debating the same issues we are debating today. Do we 

amass political power or economic power? Do we work to- 

ward a fully integrated society or for a parallel, black- 

owned and managed society? Do we keep on trying or do 

we give up and revolt? The pitiful part is that black 

ownership, Still the victim of endless talk and discus— 

Bony mas not advanced significant ly.< 
He believes that the time for philosophical debate is over and 
that employment programs alone, without ownership of some kind, 
are not enough since "Negroes had full employment on the plan- 
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tatlion where our problems were the greatest. 


Samuel C. Thompson, Jr., "Black Ownership An Analysis 
and a Proposal - Part I," Black Business Digest, II (November, 


1071). 16. 


“Abraham Ss Venable, “Black Business Development: Chaos 
in Transition?", Black Enterprise, II (September, 1971), 20. 
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Ihe Capital Gao in the Black Community 

It would appear that the debate over the merits of black 
Business development may never be fully resolved to the satis- 
Maction of ali concerned since the business versus employment 
issue is somewhat analogous to the age old question concerning 
the chicken and the egg. In more pragmatic terms, there ís a 
Bale: business community that is functioning although somewhat 
Marginally and precariously, and many blacks are firmly committed 
ame belief that total equality is directly linked to the 
[pure success of black business development. 

if this commitment is so earnest, the question must be 
raised next as to why the black community cannot lift itself 
MO its OWN bootstraps as have other one-time American 
Minority groups such as the Irish, the Italians and the Jews. 
The reasons are many and include among others the obvious 
meme Or discrimination, the lack of a business heritage brought 
over from the "old country," the barriers toward developing a 
pot cal power base and the inability to accumulate wealth. 
Pitmouehn all of these reasons are interrelated and of equal 
w ance, for the purposes of this chapter only the issue of 
eeeumulated wealth, or a community capital base, will be 
analyzed. 

There appear to be two primary reasons why black com- 
mamarcıes cannet aceumulate-sufficient capıtal To build more 
viable businesses on their own. First is the wealth gap asso- 
elated with the income patterns of black workers. Second is 


the makeup of the ghetto business community itself. With 





Al 
respect to the income patterns, Venable put it well when he 
Sada: 

Es one o the more cruel ironlies. of the black 
experience in the United States that in 1789 when the 
Constitution was ratified the Negro was counted as 
ehree-! ichs Of a man for the purposes of representa- 
tion and taxation. But today, 180 years later, the 
Negro is now counted as a whole man for the purposes 
ir wesen. son and taxation, DUC he carns only 
three-fifths as much as his white counterpart.l 

This means simply that for every $100 a white man earns a black 
earns only about $60 for equivalent work. Add to this the esti- 
Davon that in some ghetto areas black unemployment runs as high 
a. LUO 30 percent and the lack of an equitable accumulated 
gross income flowing into black communities would lead to the 
vous conclusion that an income deficit does exist.” 

Mere Gdelanitave than this, CHOUN, were the results tos 

a 1967 study done by the Office of Economic Opportunity, which 
sss (T the size, composition and concentration of net wealth 
accumulated by black families as compared to white families. 

Riese study revealed that the disparity in net wealth, in holdings 
attend. property, securities and other such investments, is far 
greater than the current %40 percent net income spread, due to 

Pater ltegacy of past economic inequities in income distribution. 


Mas further observed that current consumption studies show 


that blacks tend to save more than whites at any given income 


lipid., p. 22. 
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level.? mecanismo Was welt chat even with the current 
trend toward a lesser income imbalance between races and the 
Meener propensity to save, the black community can never hope 
to overcome this inherited wealth =. 

Although the Wealth gap itself might never be overcome, 
L m L that the income gap is closing should present some 
degree of optimism. Yet this optimism is soon shattered when one 
examines the flow of income within the black ghettos themselves. 
In 1967, the District of Columbia had a black population of 
m 5 percent, but a black business population of only about 
{ percent. Estimates of gross sales of these businesses were 
between $20 - $40 million. Estimates of the sales of all com- 
mercial establishments were about $4.8 billion. Thus the 7 
meee no black businesses accounted for at most only 1 percent of 


3 


all sales. The -conclusion isithat tche bDlack community acro 
merely as a conduit through which money flows in from the white 
community in the form of wages to the black workers and back out 
to the white community in the form of payment for goods and 

4 


Rees purchased in the ghetto from white merchants. As Ali 


Maeema has stated, "It is obvious that such a short income 


Henry S. Terrell, "Wealth Accumulation of Black and 
Deere Families: The Empirical Evidence,” Journal of Finance, 
XXVI (May, 1971), 363. 
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SMayor's Economic Development Committee, Report of the 
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cycle prevents accumulation of any savings as a prerequisite to 
investment.” 

Metadatos tabove. Tindings 15 the fact that the 
Seto living can be much higher in the black communities than 
sin other areas, In Chicago, blacks are reported to pa” 
close to $30 a month more for housing than do whites who reside 
in comparable me Oranges cost up to 15 percent more a 
East Harlem than in Manhattan markets just fifteen blocks away.” 
Mir fare reasons for Chis, of course, and the prime one is 
Mammon incidence of crime in the ghettos. A recent study 
by the Small Business Administration found that the 4 percent of 
all businesses which are located in the ghettos accounted for 
2 percent of all sales but 8 percent of all dollars lost as a 
emmy Of crime. 

mese Peste o this data ledo Fto a partial derri 
tion of our problem. There is an established income and spending 
cycle in the ghetto that defies breaking by the black community 
G jí. There is little discretionary income left in the 


er tros that can be channeled into savings. This means that 


lali Fatemi, "Black Capitalism as a Strategy for Economic 
Development of the Ghetto," University of Akron Business Review 
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blacks themselves cannot provide the risk capital necessary to 
Amo late business development. As Fred C. Allvine has stated, 
"These conditions cause a 'business capital trap' that has and 
will continue to seriously constrain black business development 
unless creative programs can be found to significantly increase 


me capital flow into the ghetto. "+ 


tered C. Allvine, "Black Business Development," 
Journal of Marketing, XXXIV (April, 1970), 6. 





CHAPTER IIT 


EHE SBRNKENG. INDUSIRY'S RESPONSIVENESS 
58 NEEDS OF BLACK BUSINESS 
Roa deca 

With a fairly substantial case having been made by the 
mreeponderance of black leaders for increasing the development of 
black businesses coupled with the inherent capital gap existing 
Bere black community, it is necessary next to assess the per- 
formance of the traditional, private financial institutions in 
meeting the financial needs of black businessmen. There are two 
Meeeseary reasons for making the assessment, First, in a free- 
m. Se System, modern economic theory believes that Federal 
intervention should only be taken when the normal market mech- 
anisms fail to allow for the free and equitable entry of 
producers and consumers into the economic mainstream. Second, 
even if Federal assistance is required to assist minority 
businessmen in gaining the initial viability to enter the main- 
feeeam Of the competitive marketplace, tO maintain viability 
and growth in the long run these businessmen must be able to 
rely on the commercial financial windows for financial assistance 
es eguitaple basis. 

ii o o opierTu pipi y C 1906 ar the current status aud 


F ]] jJ noi PD pp] Cr Noori nm industry, Which should be most 
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attuned to the needs of black businessmen. Then an assessment 
will be made of the majority banking industry's performance with 
respect to serving the needs of black businessmen. Next an 
5 io of one bank's program of special commitment to minority 
nesses will be presented as a potential model. Finally, 
three new programs undertaken by the banking industry to assist 


both black bankers and black businessmen will be reviewed. 


ASS ts Or the Black Banking Industry 

The history and development of the black banking industry 
wely parallels that of black businesses in general. Contrary 
to popular belief, the Freedman's Bank, which was created at the 
end of the Civil War to hold approximately $200,000 in unclaimed 
savings of black soldiers, was not a black bank at all. Al- 
meee holding only deposits of black people, it was run by 
woite trustees who were not even stockholders in the bank. The 
bank did prosper until 1870, when Jay Cooke's Northern Pacific 
bond venture failed causing a general banking panic. Within 
eighteen months, Freedman's lost over $2 million in deposits and 
Veswiorced to cease operations.” 

Tne first truly black-owned bank was the Savings Bank 
eee Grand Fountain, United Order, True Reformers, chartered 
in 1888. From that year until 1933, there were 134 financial 
institutions created by blacks and forty could be classified as 


commercial banks.“ The average life span of these institutions : 


"Banking," Black Enterprise, II (October, 1971), 31. 


“Edward D. Irons, "Black Banking - Problems and 
Prospects," Black Business Digest, II (December, 1971), 42. 





eil 
was about nine years.” Aron canas track record Was. probably 
not too different from the total banking community, which lost 
nearly 14,000 banks during this period, there were only eight 
Pee. Danks which were able to reopen their doors after President 
iran” Roosevelt's three-day banking moratorium in April of 
335. 

rom April of 1933 until 1947, only four new black banks 
were organized. Since 1947, however, the number of black banks 
has more than doubled. By October of 1971, there were twenty- 
six black-owned banks in operation and seven more are tentatively 
muled to open wıchiın the year. Unlike the older Dank: Munten 
were located primarily in the South, the majority of the newer 
caes are being opened in the North and ore West.“ 

POCION P Brimmer, in his capacity as a governor ot the 
eel Reserve Board, has had a comprehensive analysis made of 
the twenty-two black banks that were in existence as of late 
1969. Using the Consolidated Report of Conditions and Examina- 
meter reports for all member banks, he had the Fed's examination 
staff make a detailed comparison of black-owned banks to all 
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insured commercial banks. As Table 2 shows, black banks 
comprise only .16 percent of all banks and their total assets 
are only .049 percent. With total deposits averaging $10 


sS Oon, the typical black bank is only one-third the size of the 


Banking," 31. 
“Ibid., ¡A 
SAndrew F, Brimmer, "The Black Banks: An Assessment of 


Performance and Prospects," Journal of Finance, XXXVI (Nay, 
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TABLE 2 


EN TAI tan STATES, 


(Amounts: 


1969 


SHARE OF THE BANKING SYSTEM 


A ames TPI Nens or Dollars: 


Black Banks, Millions of Dollars) 


Category 


Number of' banks 
Number of employees 
Average per bank 


Total assets 

Total deposits 
m age size of bank 
“enillions ) 

Metal capital 

togal loans 


Commercial and industrial 


Real estate 
Individuals 


Memorandum 


Population (millions) 
Labor force (millions) 
Aggregate money income 
eDi lions) 
Ownerships of selected assets 


by households ($ billions) 


Financial assets 
Money in banks 
Government bonds 
Vorporate stocks 

ener assets 
Farm equity 
Business equity 
Equity in home 


euree: 


"The Black Banks: 
Prospects," 381. 


An 


A11 Insured 
Commercial 


Banks 


oe 
904,736 
67 


$530. 
437. 


32. 
39. 
200.: 
jo 
Oe 
63. 
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203. 
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$600. 
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ne 
161. 
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100% 
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22 
834 
41. 
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amplcal bank in the country at large. The figures also show 
meee blacks Owned Only about 1.1 percent of the total déposits 
in all financial institutions. A further analysis reveals that 
Beck banks control only .048 percent of the total capital of 
s ks. From this it can be implied that the black banks 
Baıselves have a pronounced capital gap. 

Brimmer's examiners made other comparisons of the profit- 
MAN Of black banks, which indicated to him that by operating 
gm the ghetto areas, black banks are working at a distinct dis- 
advantage. For example, in 1968, operating costs absorbed 93 
Pr meet Of operating income of black banks compared to an average 
of 78 percent for all member banks. Wages accounted for nearly 
one Chird of these operating costs compared to only one-quarter 
Ll typical banks. Brimmer feels that one of the big 
Aoa ons why labor and total operating costs are higher for black 
s jS the larger number of smaller accounts that they must 
service. Due to these higher operating costs, black banks could 
eren that time only an average of 3.1 percent on time ana 
savings accounts compared to 4.4 percent by the typical bank.” 

As to overall efficiency, Table 5 shows the trend between 
1967 and 1970 in the areas of asset evaluation and an overall 
composite rating. With regard to the Composite Rating, a mark 
in Group Rating Class 1 implies that a bank was strong in all 
three areas of capital adequacy, asset quality and management 


performance. A mark in a lower Group Class Rating 2 implies 


lipid] pp. 383-387. 





ASSET EVALUATION AND COMPOSITE RATING OF BLACK BANKS, 
AND A SAMPLE OF FEDERAL RESERVE STATE MEMBER BANKS, 





Category 


fomposite Rating 


F. R. Member 
Sample (1967) 


Number 
Percent 


Black Banks 


1967 Number 
Percent 


1968 Number 
Percent 


1970 Number 
Percent 
Asset Rating 
F.R. Member 
Sample (1967) 


Number 
Percent 


Black Banks 


1967 Number 15 
Percent LOO: 
1968 Number 15 
Percent 100% 
1970 Number 22 
Percent KOU: 
Source: "The Black Banks: 


Prospects,” 
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TABLE 3 


1967, 1968, AND 1970 
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that a bank might be strong in two of the three areas but weak 
W sche third area.” As can be seen, black banks as a whole are 
oro vine with respect to both the Composite Rating, with an 
increase of 34.4 percent in the four years, and the Asset Rating, 
wach an increase of 21.1 percent. Still, although these figures 
Eee ear Optimistic, Brimmer cites other figures that tend to 
“pen this optimistic trend. 

Black banks are on the average setting aside 7.3 percent 
emeoperatving expenses as a provision for loan losses whereas the 
typical bank requires only a 2.1 percent loss reserve. Brimmer 
believes oe VMs 2S directly relaced to the bien risksol “dows 
business in the ghetto with high unemployment, low family income 
emomaten business failure rates. He also cites as internal 
factors, which lessen the performance of black banks, the lack 
of adequate capital, poor asset quality and an insufficient 
Managerial expertise of black bankers themselves. 

In a more detailed breakdown of the Composite Rating, 
an analysis of management performance revealed that the per- 
centage of black banks receiving a poor rating in this area 
increased from 20 percent in 1967 to 43 percent in 1970. 

Brimmer believes that due to the handicaps indicated 
above, black banks promise little potential for being viable 
financial instruments in the commercial development of the 
emetto. Most black banks do not concentrate their loans in the 


ehetto, and he feels they are wise not to do so. In the area 


a. 





Se 
of financing black businesses, he found that commercial and 
industrial loans comprised only 8.9 percent of the investment 
Mertriolio of the average black bank compared to a 22.2 percent 
male” tor the typical bank. Loan to deposit ratios in general 
are lf percent lower for black banks than for the typical 
member bank.+ As Table 4 shows, black banks on the average made 
78.2 percent of their loans to local borrowers, but this 
accounted for only 40.7 percent of total assets. 

a cummari zing his findings, Brimer 1s strongly com 
vinced that the proliferation of more black banks in the belief 
F hey can make a large contribution to the financing for 
economic development in the ghetto areas is something that 
should not be encouraged, since by all indications they cannot 
feel this goal. He further believes that if the founding of 
more black banks will be a stimulus to racial pride, then the 
motive is fine, "But under those circumstances, most of the black 
banks might be viewed primarily as ornaments -- that 1s, as a 
Nao distinction or a badge of honor which provides a visible 


symbol of E 


Brimmer's unfortunate choice of words in summarizing his 
analysis of black banks has probably brought more wrath upon 
him by black business leaders than if he had announced that he 
personally was going to lead a draft to nominate Lester Maddox 


as the Democratic presidential candidate in 1972. Coming as 


IIvid., pp. 387-397. 
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TABLE 4 
SELECTED CHARACTERISTICS OF LOANS OUTSTANDING AT BLACK 
BANKS AS SHOWN IN EXAMINATION REPORTS, 1970 


(Accounts in Thousands of Dollars; Deposit Size 
AD leas: ) 


Sie Ol Bank 


102770750 Under 10 
Category Total l li on mi Vroon 
Total assets 264,563 193,126 (AUS 
Total Loans 
Amount LS 94,295 43,240 
Percent of total assets 52,08 18.8 A 
means to local borrowers 
Amount 107,552 SUS 3055 í 
n ent of total assets Hoa 10.0 12,5 
Percent of total loans oe 81.8 T0? 
S to other borrowers 
Amount 29,963 ne 12,833 
Percent of total assets TE? 8.9 18.0 
Percent of total loans 21.0 18.2 20. 
Mederal funds sold 155675 7,400 8.175 
Bercent of total loans lees 9 19.56 
Bareı cipations purchased 1,086 O 4,358 
Percent of total loans De Bit TO 
Brokers loans, commercial 
maeer, Dankers accept- 
ances 6,200 0,200 _— 
Percent: Of total loans 4.5 Se == 
Cemmercial and industrial 
loans 
Amount 36,214 BO eT 15,487 
Percent of total assets | 5. LO 2 
Bercent of total loans 20 AO 35.8 
Local borrowers AS 17:197 113129 
Percent of commercial 
aná industrial loans oa 83.0 ES 
Participations purchased 72008 s 30 Hees yD 
Percent of commercial 
and industrial loans 21,8 780 20 1: 
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Nadia from the most prominent and potentially influential 
black banker in the country, the one black man who could do more 
to help the black banking community than any other, many black 
Peemness leaders feel that Brimmer has seriously and possibly 
re perably snattered the slight degree of confidence that was 
Peeinning to emerge in this new fledgling industry. 

Among the more prominent critics of Brimmer's assessment 
merece: Samuel R. Pierce, General Counsel; U.S. Treasury 
Remarument; Dunbar 5. McLaurin, economist, educator and president 
arm of ghetto economic consultants; and Edward D. Irons, 
Mame re, at Howard University and Executive Directer of 
Ba ational Bankers Association, and currently filling the Mills 
u eo Chair in Banking and Finance at Atlanta University. 

Pierce's main argument with Brimmer's analysis is that 
iv compared black banks to all banks only with respect to size 
MANO age. He believes this is an unfair comparison since most 
of the black banks are newly chartered and are bound to have a 
t-o efficient performance record during their first few years 
operation. For example, new banks usually cannot invest their 
Amas jn loans as rapidly as deposits are created and this 
es ııts for the higher reliance on investments in Government 
Sear ties Or participation with other banks in carrying loans 
outside of their own normal marketing area. As they stabilize 
their financial structure and gain more maturity in managing 
meer total portfolios, Pierce feels these black banks will turn 
more toward their own normal markets for the heaviest investments 


Diino Mie He stec.s trab regardless: or Cher Current 





>> 
comparative ratings, Brimmer has underestimated the influence 
Ber se Danks are making in the ghettos since they are providing 
meoms tO Diack businessmen that were not being provided by 
warte-owned banks. Finally, he feels that the emergence of 
black banks has caused some white-owned banks to be more liberal 
Memoir lending policies to black businessmen.* 

Melaurim feels that if Brimmer is going to compare Che 
performance of black-owned banks to white-owned banks then he 
should do just that. By this he means that the white-owned 
wees Selected should be of the same size, age and operating 
environment, e.g., the operating environment should mean the 
same cities in which black-owned banks are located and the same 
meen or neighborhood business. McLaurin chides Brimmer for 
stating that "Blacks must accept tokenism in banking and 
finance." He feels that we need not only to strengthen current 
black banks, but that a massive program to create "instant 
banking" must be started so that there are at least 150 black 
banks in operation at the end of the next five years.” 

Irons does not criticize Brimmer By name Dur in Nio 
Gefense of the black banking industry, he does address himself 
memos t Of Brimmer's criticisms. He feels that to properly 
assess black banks one must first remember that these banks 
represent a new, emerging industry and as such they are facing 
vine same OOO that are common to any new industry. To him, 

Samuel R. Pierce, Jr., "Black Banks CAN Be Vital 
Must roments). Banking, LXII (Merch, 1971), 33,285. 
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there is no real reason why we need black banks, per se, but 
cl tae general banking industry can, or will, respond ade- 
we y to the needs of the black community, black banks provide 
one of the only viable means to help satisfy the capital needs 
io tack businesses. He acknowledges the fact that black banks 
located in the lowest income areas, which hinders their 
growth, and that black bankers at present do not have an adequate 
SBS of managerial experience. But he argues that unless we 
have a black banking industry, there will not be a place for 
future black banks to really learn their trade.” 

There are some who woula argue this point with Irons 
stating that the majority business community is engaged in an 
Mame iied effort to train and place black people in higher 
femmes Of responsibility within the majority banks. Yet it 
was not until 1972 that a black man was chosen to serve in a 
top management position in a white-owned bank in the District 
aio lumia. On January 11, 1972, the National Bank of 
Washington, the city's third largest bank, announced that 
Fine Ct J. Rice had been named as senior vice president for 
planning and RER Doc sono hordo axooerorar. ai, 
Seenomn cs from the University of California at Berkeley, was 
deputy U.S, executive director at the World Bank, has held a 
WMemetbetvy Of international financial agency positions and is 


executive director of the Mayor's Economic Development Committee 


Irons, "Black Banking - Problems and Prospects," 
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MNEDCO) in the District of Columbia.? He would appear to be 
quieta fied for his new position. 

ious sims up Tne Prospects of black banks in Two wordsa 
"Societal contingency.” He feels that black banks, "are a mirror 
of contemporary American society, in the same manner as black 
doctors, black lawyers, black businessmen or black economists." 
MemecelS that they all are a product of their heritage, and face 
the same past inequities and present deterrents to viability. All 
Bo cess the same potential for future prosperity and black banks 
su come a sound financial industry. But to achieve this po- 
tential they must be freely allowed to grow and develop. Further, 
Federal, state and local governments must begin to use black banks 
as a depository in the same manner as they use other banks. 
Finally, black banks need additional venture capital and greater 
managerial development programs so that they can become competi- 


: E : ; 2 
weve in the mainstream of the nation's financial community. 


Majority Banking Assistance to Black Business 


It is generally conceded by the majority banking com- 
munity itself that it has not been overly responsive to the 
financial needs of minority entrepreneurs. Much of the reason 
for this is due to the traditionally conservative nature of the 
mreustry with regard to the factor of risk, but an element of 


Giscrimination has been present as well. For example, it is 


IuRice Named To High Post With NBW," The Washington 
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meperted that in order for John H. Johnson, who owns Ebony and 
Ao sazines as well as other successful enterprises, to obtain 
ESOO business loan he had to tell a bank's lending officer that 
wmaemmoney was to be used to finance a vacation.” 

Although this is an extreme case in point, and has not 
Ween authenticated by this writer, it does indicate the type of 
frustration potentially successful black businessmen have had in 
dealing with white-owned banks. Statistics gathered in the 
District of Columbia in 1967 revealed that the best estimate of 
the total number of direct commercial loans (direct implying that 
there was no use of a Federal guarantee such as can be provided by 
the Small Business Administration) which were made to minority 
businessmen totaled between $150,000 to $200,000. When com- 
pared to the nearly $345 million in loans made to white business- 
men auring that same year, the white businessmen received 1,725 
times more money than did the black businessmen.“ 

While statistics of this nature sound extremely impres- 
sive, they really say very little more than the fact that whites 
cabra Lot more money than blacks in business loans. It would 
really be significant to know how many black businessmen were 
turned down for a business loan when they presented as sound a 
financial plan to a white bank's lending officer as a white 
businessman who was granted a loan. Unfortunately, such data 
Meemnoet been made available, or at least not to the public, by 

Imhompson, "Black Ownership An Analysis and a Proposal - 
moet ke 32, 
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the banking industry. Even if this data were available the story 
would still be incomplete since many black businessmen, or 
Potential businessmen, have so little confidence in the concern 
A ne majority banking industry for the future of black business 
e opment that they never even bother to approach a bank for 
Tian cial assistance.” Despite Thais Tack of total antormataon 
DA Dich the true financial needs of all black businessmen Gan 
be measured more accurately, there is enough data available to 
substantiate the belief that black businessmen cannot get the 
financial assistance they need from the majority-owned banking 
qi Ly, 

A study by the Office of Planning, Research and Analysis 
ie Small Business Administration (SBA) in 1968 revealed that 
in order to reach equality, in terms of having the same percent- 
age of business enterprises ín proportion to their percentage of 
the country's total population, minority groups need 600,000 
total enterprises which would require in excess of $40 billion 
im equity financing. Although these figures can easily be mis- 
Meca, since they assume that there are 300,000 well-qualified 
Potential entrepreneurs just waiting in the wings for a source 
of initial seed-capital, an SBA survey of black households in 
thirty-three cities did reveal that 58 percent of the people 
had considered going into business for themselves but 72 percent 


red a lack of financing as their principle deterrent. Of the 


thi fred L. Morris, "The Problem of Risk Capital in Ghetto 


Areas," Black Business Digest, I (May, 1971), 42. 
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total sample, 44 percent had incomes of over $15,000 and 46 
Be nt had Trom one to three years of college.” 

SBA also made a study of the decrece oi participation Lie 
banking community has made with respect to investments in minority 
enterprises using the SBA loan guarantee program. This program 
provides upwards of a 90 percent Federal guarantee on all business 
i nade to minority businesses. A loan participation index 
feomdevised sO that a banking district would receive a rating of 
100 if its share of all loans to minority persons was the same 
Wercentage as the minority population of that district. Table 5 
shows the results of the ratings tor fiscal year 1970, As mene 
Paerpected, those districts that had the highest minority popu- 
Jations as a percentage of total population tended to show a 
a rzdensity index than those districts with smaller minority 
populations. Table 6 shows the growth rate of participation by 
district between fiscal year 1969 and fiscal year 1970. Although 
Er. do not provide any clear cut indicators as to the future 
erence ın minority lending, they do show that certain areas, 

Busen ashinston, D.C., have a long way to po in serving the needs 
Ol Black business.” 

The main reason the majority banking community has not 
Peommmemesponsive to the needs of minority entrepreneurs can be 
med up in one word -- tradition. Tradition dictates that 
bankers will be conservative risk takers and not speculators. 


‘Garvin, "The Small Business Capital Gap: The Special 
Case of Minority Enterprise," 448-450. 
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degree this is as it should be since the country can ill 
oras a financial crisis like the one that occurred during the 
Great Depression. Since 1933, the nation's banks have been 
[iemed Upon as the cornerstones of our financial stability and 
Mewes tricead tO Maintain a posture of underlying conservatism, 
relying primarily on the Federal Reserve Board and the U.S. 
K y for their overall source of financial policy. The 
Federal Reserve Board itself has resisted attempts to enter into 
po ri c cure of possibly creating secondary markets for the inter= 
mediate and long-term paper of small business concerns. In a 
report on eae subject, the Ped concluded thav: 

Bepossıple type of credit accommodation not provi ed 


for in the redesigned window is long-term credit to meet 
the needs of banks serving perennial credit-deficient 


meas Or Sectors . . . the solution to this problem does 
not properly lie within the scope of discount-window 
operations .. . More direct and fundamental answers to 


the credit-deficit problem are believed to lie in the 
improvement of secondary markets for bank assets and 
Jiabilities.1 
When one attempts to apply the traditional techniques 
Nana lyzine credit risk to a normal black business loan, the 
eureeme seldom results in favor of the businessman. These 
tegen) onal techniques are based on an established set of 
@mmeeria, Which includes: 
Acme competence and- character of management, 
potential for stability or growth of earnings; growth 


in sales; quality of assets; comparative operating 
Poulos: pasy periormance -on loans; Che amount. of 


lbid., p. 448. 
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Ma cnalveguity in initial capitalization; ana the 
amount and quality of market competition. 


The black businessman operating in the ghetto can seldom measure 
Pone degree required in each of tnese criteria to obtain a 
búsiness loan. 

Demi. 2 lexancer, a léndane officer at the Seattle Risse 
National Bank and former member of the American Bankers Asso- 
ciation's Urban Affairs Task Force on Minority Lending, has de- 
immed six problem areas which have tended to prohibit banks from 
Me to fill the Black capital gap. First is the lack of 
communication between middle and top management within the bank. 
Ma hank president may publicly announce increasing support to 
minority enterprise but the word never filters down to the lending 
Ber in the form of revised and liberalized policies, second 
sche bank's reluctance to look at the potential minority entre- 
preneur in other than the traditional manner. Bankers have 
failed to realize that black businessmen operate in a different 
environment and with an inferior business experience level than 
AEn te counterparts. Third, Alexander feels that most Danks 
are still out of tune with the times and unaware of the magnitude 
s Z li problems in the ghettos. Fourth, bank examiners themselves 
may tend to override a banker's desire to assist minority loan- 
seekers by highly restrictive portfolio evaluation standards. 
Fifth is the fear many bankers have of the negative reaction 


they will receive from their own shareholders if they become 





peter F. McNeish, "Where Does the Money Come From?", 
Chapter 7 of Black Economic Development, ed. by W. F. Haddad and 
Ge D. Pugh, The Americen Assembly (Englewood Clifís;, N.J.: 
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w Ol ved in shetto financing. Finally is the inherent communi- 
cations gap that exists between the banks and the residents of 
the ghetto. Although a bank may publicly announce a new policy 
Nene 1t easier for blacks to obtain loans, the words will go 
Manera by the masses unless it is relayed to them by a member of 


the black community.” 


Ders en venia. Ss Minority Lending Program 
Although the above argument holds true Tor the yasr 


Majority of banks, there are certain individual banks that have 
Gigeeeti, Or at least bent, the yoke of tradition and demonstrated 
their belief that a bank cannot be considered successful unless 
it does become socially as well as financially involved in its 
community. One of the leaders of this new movement is the First 
Pennsylvania Banking and Trust Company. 

The main advocate of this new approach in banking 
philosophy is First Pennsylvania's president, John Bunting. 
Bunting feels that real social involvement of some degree should 
Memanearty of every corporation's day-to-day operations if it can 
K ss arford to do so. He states that this involvement 
usually Peer anaes: and the most obvious deterrent to the use 
company profits is that by so doing, the corporation will be 
weer Of NOL maximizing the profitability of the firm to its 
owners. While he acknowledges that this is an important and 


Po ous consideration, he believes that on the whole, shareholders 


‘Don H. Alexander, "A Black Banker Speaks Out," Black 
Business Digest, I (March, 1971), 45-46. 
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IMM ol Condemn management for pursuing such a policy. In fact 
Meets that just the opposite will occur, since if properly 
su Ormed of the reasons for such involvement, shareholders will 
applaude management and take personal pride in their company's 
memral achievements. Of course this is all predicated on the 
fact that the company's overall profitability is gaining oa 

The program began in June of 1966 when a group of black 
businessmen approached the bank with an earnest request that the 
Dank make more loans available to black businesses. The bank 
responded by setting up a separate office for reviewing black loan 
rests and assigned one of its best commercial loan officers 
Bes office. In addition to this the policy was established 
mita potential loan could not be rejected without going through 
nor management.“ so we can See atlatlhile i Oi L buo Lho L 
Pennsylvania had overcome most of the problems Alexander found 
Bımssbanks must resolve before they can deal realistically with 
black business loans; that is, top management support and clear- 
wee nding policies. 

From 1966 to mid-1971, First Pennsylvania had made over 
f loans in excess of $7.6 million and has experienced a net 
No rate during this period of 7 percent, far less than it had 
anticipated. Since its first involvement in 1966, First 


Pennsylvania has established a Metropolitan Economic Development 


john Bunting; "Banking," Black Business Digest, II 
(December, 1971), 30. 


“Elmer Young, Jr., "Measuring a Commitment," Black 
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Unit within the bank which now coordinates black business loans 
all branch banks and performs a vital function of counseling 
all rejected loan applicants as to where the weaknesses are in 
their plans and how an applicant can best overcome them. The 
ama lso has a Business Experience Education Program that 
semaints high school students with the banking industry and 
ms part-time employment for them. The total program has 
been considered a financial as well as a social success.” 

With the economic problems that have plagued most business 
rms during the last few years, and especially the last half of 
Bam Bunting's call for more social involvement will still fail 
fey on deaf ears in spite of the resounding success of his 
bank's program. But there are signs that corporations and their 
Somers are beginning to re that a corporation's goals and 
Sn ecivesamust include more than the profit motive. First 
Bene yıvanıia's success in their program of assisting minority 
enterprises certainly bears consideration as a possible model 
mother institutions to study. 

New Banking Programs to Assist 
Black Bankers and Businessmen 

Although the banking industry may not be responding 
as quickly to the needs of black businessmen as some would wish, 
there have been some significant recent developments that should 
help to strengthen black banks as well as provide more direct 
assistance to minority businessmen. One of the leading 


lrbia., p. 49. 
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organizations in stimulating greater banking commitments has 
been the American Bankers Association's (ABA) through its Urban 
Affairs Committee. 
The Urban Affairs Committee was established in 1968, "to 
initiate and coordinate the banking industry's program to help 


solve urban problems." 


the Committee 15 composed Of sixty non 
executives of banks serving large metropolitan areas in the 
country, and is chaired by Thomas W. McMahon, Jr., executive vice 
president of The Chase Manhattan Bank. Two of the more viable 
meoerams the Committee has undertaken are the formation of the 
Minbane Capital Corporation (MINBANC) and the Billion Dollar 
co, 

MENDBAND ts a non=diversified, closed-end aves ment 
company, incorporated in Delaware on June 18, 1971, whose goal it 
VS to be able to supply $10 million in equity capital to viable 
minority-controlled banks. MINBANC's stock eventually will be 
offered to nearly all of the 14,000 members of the ABA. The 
reason for MINBANC is the results of a detailed study of twenty- 
three minority-owned banks in comparison with the typical member 
Mano similar size, in terms of total deposits. The study 
showed that minority banks are nearly twice as highly leveraged, 
mmmrerms of total liabilities to liquid capital base, as the 


typical member bank. This dangerously high leverage ratio of 


InaBa's Urban Affairs. Black- Bucco Dire C Ml 
(December, 1971), 33. 
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eee, to l clearly indicated that minority banks have a serious 
capital shortage .* 

Minority banks will have to have been in operation for at 
las three years before obtaining MINBANC assistance, since the 
ABA wants to be sure that these banks have achieved some viability 
Aer? own. Capital funds will be made available both directly, 
Bauch buying investment securities of the minority banks, and 
fgeeerectly through investments in other sources which will cause 
mimes tO flow to the minority banks. Ordinarily MINBANC will 
Mewmaecguire any voting securities in the minority banks. MINBANC 
self will receive certain administrative services from the ABA; 
Shares in MINBANC will sell for $500 each and no purchases may 
G ro than 5 percent of the total shares outstanding." 

Sınee MINBANC is Just beginnine vO make anivial or zu 
Dee öormation is available to indicate when, or if, it will be 
M Capitalized at its goal of $10 million. Although this sum 
me, no means a large sum, still it represents a beginning of a 
change in attitude that white bankers are taking toward their 
MEREK counterparts. 

mother program to assist minority owned Danks ac 
President Nixon's $100 million Minority Bank Deposit Program, 


3 


berm on October 2, 19/0. Initiated by the Department of the 


lmhomas W. McMahon, Jr., "Minority Banks," Black 
ame e rprise, II (October, 1971), 34. 


Enhe Minbanc Capi cal Corps PIa MiTo Co M O ra ay 
Owned Banks," Black Business Digest, 11 (December, 1971), 39-40. 


SN ew Funds Benefiting Inner City Institutions," Commerce 
Today, II (November 15, 1971), 9-10. 
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Treasury and the Department of Commerce, with the assistance of 
eae National Bankers Association, the program was designed with a 
goal of $35 million new deposits in minority banks by Federal 
agencies and $65 million from the private sector within one year. 
On September 30, 1971, the nation's 35 minority-owned banks re- 
Ported an increase in deposits of $155.5 million during the year. 
Total combined deposits of these banks now equals $552 million, 
nearly a 40 percent increase over the $396.5 million figure 
reported a year ago. More than $100 million of these deposits 
wA been directly attributed to this program.” 

Ihe other ABA program, called the Dillion Dollar Coal Mii 
designed to have commercial banks commit at least $1 billion in 
mew financial assistance to minority businessmen during the in- 
clusive five year period of 1971 to 1975. The goal was derived 
from a 1970 survey of 188 banks, made by the Urban Affairs 
sn loe, as to their future plans for assisting minority 
businesses. The survey revealed that 81 percent of the respon- 
dents are already planning increased minority lending programs, 
eepecially of the soft loan variety. During the year ending 
June 30, 1969, about one-half of these banks had made loans 
votalineg nearly $100 million to over 21,000 minority businessmen. 
Based on this record, the Urban Affairs Committee doubled this 
amount and extended it for five years to achieve the $1 billion 
figure. Considering that the number of banks surveyed represented 


only about 1 percent of the total banking community, this figure 


Iwi xon's $100 Million Goal For Minority Banks Exceeded," 
Black Business Digest, Iı (January, 1972), 47. 
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is actually somewhat conservative. The ABA intended it to be 
fey oance it recognizes that past "overpromises" to minority 
Brows has only led to increased levels of frustration. 

To stimulate local banking action to meet this goal, the 
Urban Affairs Committee has chosen to focus on 50 key cities 
n represent those areas of highest concentration of minority 
Peeanessmen, seminars will be held with local bankers in each 
Toe cities to not only encourage participation in this pro= 
pram but also, hopefully, to encourage local bankers to develop 
local urban affairs committees to bring increased attention 
tO the needs for a coordinated banking effort in all areas of 
urban development.” 

None of the above programs can provide the total funding 
n inority businessmen feel they aar now use. vet thore rio 
FI E ic rt change in attitudes prevalent in the intent and 
Ale tion of these programs that did not exist even five years 
ago. The best estimates of an ABA survey made in 1971 on bank 
lending performance of 1970 indicate that approximately $160 
million business loans were made to minority businessmen in 1970. 
Although the total amount may or may not be sient wean, the 
data from which it was derived shows that the rate of lending 
increased 17 percent between the first six months and the second 
six months, which does indicate a significant and encouraging 


rend. 


UnBankine Industry Plans $1 Billion in Loans to Minority 
Businesses by 1975," Black Business Digest, II (December, 1971), 


34, 38 
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CHAPTER IV 
FEDERAL FINANCIAL ASSISTANCE TO MINORITY BUSINESS 


Ingrocuerıen 

The purpose of this chapter is to review the growth and 
s Fl ont of Federal financial assistance programs to minority 
enterprises and to describe how the major lending programs oper- 
ate. Since the Small Business Administration (SBA) has provided 
deen n mary financial assistance- to minority enterprises, this 
amater will first discuss the evolution of the SBA assistance 
programs up to 1968. Next the full emergence of minority enter- 
prise assistance from 1968 to the present will be reviewed. 
Then the mechanics of SBA's principal loan programs will be 
outlined. Finally, a brief assessment of the performance of these 


mmeerens will be made. 


SBA Minority Business Assistance Prior to 1968 

The SBA was created in 1953, in an attempt to combine 
the activites of two other Federal agencies, the Small Defense 
D S Administration (SDBA) and the Reconstruction Finance 
Corporation (RFC), into a single, integrated agency. The 
meme tl Lon of the SDPA was tO assist small but strategic Tormer 
defense businesses in the successful transformation from 
defense-criented to consumer-oriented product lines. The 
functions of the RFC were to make business loans to small 
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w ness concerns as well as to assist victims of floods and 
echer disasters.” 
Ihe SBA was given the functions of these two agencies 
PASS more extensive scope of operations than its predecessors. 
Mestablishing SBA, the law stated: 
fe tis declara pollcy of the Congress that the 
movernment should aid, counsel, assist, and protect 
insofar as possible the interests of small business 
concerns in order to preserve free competitive enter- 
else, to insure that a fair proportion of the total 
purchases and contracts for supplies and services for 
the Government be placed with small business enter- 
Praises, and to maintain and strengthen the overall 
economy of the Nation.? 
so in effect the Congress established this new agency to be the 
ante Federal advocate for all small businessmen, and in a 
stronger capacity than either of its predecessors had enjoyed. 
tne actual definition of a small bu aress,. g merope, 
to size can be relatively complex and is not considered relevant 
to this study. However, when SBA was created in 1953, it was 
estimated that nearly 96 percent of the over 4 million total 
businesses in existence throughout the nation at that time were 
defined as being "small" and eligible for SBA assistance.” 
Although its charter clearly gave SBA the opportunity 
Beer jest Minority businesses, in its early years little effort 


was made in this direction. No criticism of the SBA is intended 


by this comment; it just reflects the tempo of the times during 


1y.3. Small Business Administration, lst Semi-Annual 
Report, 1953 (Washington, D.C.: Government Printing Office, 1954), 
p 1. 
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the late 1950's and early 1960's. The fact is that SBA was 
mene a difficult time trying to help white small businessmen 


L By 1964, however, the 


achieve a greater degree of viability. 
Cia rights issue began to receive much more political interest 
and with the passage of the Civil Rights Act in 1964, a new 
social and political commitment was made to our minority citizens 
Done Federal government. While this act was not economically 
Watered, 10S companion bill, the Economic Opportunity Act of 
1964, made a firm Federal financial commitment, which eventually 
Was applied to minority businesses. Title IV of the Act states: 
It is the purpose of this title to assist in the 

establishment, preservation, and strengthening of small 

Business concerns and improve the managerial skills 

employed in such enterprises, with special attention to 

small business concerns (1) located in urban or rural 

elcas With high proportions of unemployed or low-income 

individuals, or (2) owned by low-income individuals; 

and to mobilize for these objectives private as well as 

public managerial skills and resources .2 

Even though a mechanism had been established by this 

legislation to give some Federal financial assistance to minority 
businessmen, no real attempt was made to use it for this purpose 
until 1966. One SBA official, who worked in this program during 
this early period, said that the Economic Opportunity Loan 
Program (EOL) really did not provide much assistance at the 


start because the Office of Economic Opportunity's (OEO) main 


emphasis was on solving the unemployment issue and not minority 


John Moore, private interview at U.S. Small Business 
Roministration, Washinston, D.C., November, 19/1. 
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businessmen's problems .* Loan money, which was provided in 
emdividual sums of up to $25,000 for a maximum of fifteen years, 
was given only to going concerns. Berkeley Burrell, director 
s. c National Business League, believed that by following this 
policy, OEO was "looking for the impossible man--a person who 
has (1) management ability, (2) good credit, (3) demonstrated 
ability to repay, and (4) who is in poverty," The EOL program 
CROC begin to become even remotely viable until SBA was given 
full cognizance over it in 1966 .? 

Peiorezrhıs, however, there was an informal PEOLE i 
started by SBA in 1964, entitled the "6 by 6 Plan," which allowed 
"disadvantaged potential entrepreneurs" to borrow up to $6,000 
J imum term of six years to start up a small business. 
While being meager in amount, this did herald the first direct 
attempt by the Federal government to provide venture, or seed, 
capital to potential minority businessmen. In summary, though, 
it can be said quite safely that there were no Federal programs 


actively working to assist minority businessmen prior to 1968. 


SBA Minority Business Assistance Since 1968 


The year 1968 will be remembered for some time as the one 


in which the racial crisis in our country reached it most vicious 


a Moore, private interview. 


"Small Business Loans," New Republic (September 24, 
i O). p. 9. 

35, Moore, private interview. 
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end devastating peak of activity. As discussed previously, the 
Sas Of Black Capitalism was raised and the Nation faced a 
eemeous moment of choice. The National Advisory Commission on 
Civil Disorders advised that "an extreme social and economic 
Mewerization” was taking place in our country. In its U.S. Riot 
Commission Report of 1968, the Commission stated in part that: 
os Ovino presente. polleres ie to make Permanent 

em division Of our country into two societies: one, 

Ple targely Negro and poor, locatea in the central cities; 

the other, predominantly white and affluent, located in 

Mee ssuburbs. . . . If the Negro population as a whole 

develops even stronger feelings of being wrongly 'penned 

in' and discriminated against, many of its members might 

mene Lo support not only riots, but the rebellion now 

being preached by only a handful. 

lie whe abeve dasclaratilon sounds. bares tenia capo 
exactly the impression it was trying to make. For 1968 was also 
peo onal election year and the continuation of the race riots 
that were sweeping the country at the time could only result in 
eann Cal disaster to many incumbents. 

Preestacay Johnsen, looking to she S24 45 one possible 
source of solution, appointed Howard J. Samuels, former Under- 
secretary of Commerce and successful businessman in his own 
mee, as Administrator of SBA in July of 1968. it was through 
pie ppointment that the Federal government's Minority Enterprise 


Program was launched and with it, a much more meaningful and 


direct commitment to the needs of minority businessmen. 2 


al 
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Iwo months after he assumed office, Samuels announced 
the creation of "Project OWN," A program designed to concentrate 
we n eating the establishment of minority-owned retail and 
Bee trade businesses, primarily of the franchise type, in 
twenty-eight cities.” Under Project OWN, Samuels took existing 
Mes lation governing loans to small businesses and used it, 
Ene first time, in a concentrated effort to assist minority 
businesses. The emphasis was on SBA's loan guarantee program, 
whereby SBA can guarantee up to 90 percent of a commercial bank's 
loan to a minority businessman, or $350,000, whichever is less. 

Ssamueis’ program relied on use of the existing commercial 
en mmels of finance, and to ensure that support was forthcoming, 
he began an energetic tour of the country talking personally to 
many of the country's leading bankers and businessmen. ln 
fiscal year 1968, the SBA had made loans to minority businessmen 
totaling $41.3 million. By the end of fiscal year 1969, this 
amount had reached $104.6 million.” 

Hust as important as the size Oi the loans Samuel j = 
duced was the change in attitudes that he was able to make. Both 
the Federal Deposit Insurance Corporation and the Comptrollers 
Office issued instructions to their respective examination 
meets to look favorably on Project OWN and not to discourage a 
bank’s participation in this program as long as the bank's 

ly.s. Small Business Administration, Press Release, 
september 4, 1968. 

Tho Congress, Senate, Select Committee on Small 


Business, statement before the Committee by Thomas Kleppe, pp. 


3-6. 
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overall condition was satisfactory. The American Banks Asso- 
Sen ion also fully endorsed Project OWN and encouraged its 
members to participate in the program as actively as they could.“ 

eich sche change in Administration asa- result oí the 
presidential election of 1968, Samuels' tenure with SBA became 
Sm@ortv—-lived. In his place President Nixon appointed Hilary 
Sandoval, a 38 year-old Mexican-American small businessman from 
Paso, Texas, who had been that city's Republican mayoral 
candidate. While many people felt that Sandoval was a man of 
Beceem incventions, he was not attuned to the Federal bureaucracy 
which keeps Washington operating and he lacked experience in 
Gealing with an organization of the size of SBA. 

Philip Pruitt, his appointee as Assie tant Administrar r 
Minority Enterprise, resigned within four months and was 
weca ly critical of the President's commitment to minorities. 
Another Sandoval appointee, Albert Fuentes, was indicted and 
convicted of having engaged in a shakedown of a San Antonio 
ornamental metal works in return for his approval of a $100,000 
OBA loan.” These two incidents placed both Sandoval and the SBA 
ie bad light. Business Week reported in July of 1970, that 
Sandoval was in trouble with both the President and the Congress. 
Sandoval resigned for reasons of health in late 1970, and in his 


Inpinancing Minority Business," p. 20. 


“uProject OWN Gets Going," Banking, LXI (February, 1969), 


26. 
Snpinancine Minority Businesses," pp. 28-29. 


nds Stands Siege ob they obs,” Business. Week. 
July 18, 1970, pp. 61-62. 





Dg 
Pate President Nixon appointed Thomas S. Kleppe, a former 
Congressman from North Dakota and the president of a successful 
n hold products manufacturing company.” 

At the same time that Sandoval was beginning to run into 
use. President Nixon issued an Executive Order, on March 5, 
1969, which he hoped would help give more direction and coordina- 
s oO the total minority business development efforts of the 
Bederal government. By this Executive Order, the President's 
Advisory Council on Minority Business Enterprise was created.” 
The council was charged with the task of developing a blueprint 
Mo. 

. . . a national strategy that would ensure that 

minorities assume a significant role in developing, 

owning, and managing viable businesses during the 

decade of the seventies.3 
The Council was composed of eighty-five persons, who represented 
both the majority and minority business and financial communities. 

By this same Executive Order, the President created the 
Office of Minority Business Enterprise (OMBE), in the Department 
of Commerce, under the personal direction of Commerce Secretary 
Maurice Stans. There appear to be three reasons for the 


President's move to involve Commerce in the minority program. 


First, since the issue was business and not just small business 
Inpinaneing Minority Businesses, “De. 35. 


O President's Advisory Council on Minority Business 
Enterprise, Minoritv Enterprise and Expanded Ownership:  Blue- 


mer che 70's (Washington, D.C.: Government Printing Office, 


Mow), p- iv. 


3Ibid., ee IV; 
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it was logical to have the Administration's prime big business- 
oriented agency bring its resources and influence to bear on the 
s j r. secondly, since Commerce has a more powerful voice in 
g@emoObal business community than any other single agency, it 
was in a better position to help convince the majority business 
community to give more assistance to minority businesses. 
Thirdly, the 116 Federal minority programs administered at that 
time by twenty-one separate agencies was totally uncoordinated 
and overlapping in their individual attempts TO and miner: cy 
businesses.” Wnether OMBE can become a viable means of better 
d dinating the Federal government's efforts toward assisting 
Worl ty businessmen or merely add another layer of administra- 
tion between these programs and the people they are supposed to 


DeC annot as yet be determined. 


The SBA's Current Minority odan rorrams 

The SBA has two primary loan programs which can provide 
(meet financial assistance to minortty businessmen. ‘These are 
the Economic Opportunity Loan (EOL) Program and the 7(a), or 
Operation Business Mainstream Program, In addition to these 
loan programs, SBA has a loan program to help firms that are 
displaced as a result of Federally-aided urban renewal and 
other construction projects. This program will not be addressed 


cas study since it applies to a rather specific category 


of businesses. The final area of financial loans are provided 


Inpinaneing Minority Businesses," pp. 29-30. 
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indirectly to minority businessmen through Development Company 


Loan Programs, which operate on both the state and local levels,” 


s a Opportunity Loans 

The EOL Program provides long-term loans of up to $25,000 
mea Maximum of fifteen years to both going and prospective 
Mori ty entrepreneurs. The loans can be given directly by SBA, 
Na. participation plan with ee other financial a 
tions or in a guarantee argeement whereby SBA guarantees 90 
percent of the bank's loan. 

These loans are directed at low income people who are 
considered "socially or economically disadvantaged" and who 
cannot on their own secure any type of long-term credit from the 
commercial lending institutions with reasonable terms. Every 
applicant must demonstrate some assurance that he has the ability 
to run a viable business. He must also have some of his own 
money to invest, even though the amount is nominal, and SBA needs 
some assurance that he can repay the loan out ee 
Propıts. This is the most flexible of SBA's loan programs, 
since the key element in evaluating the loan application is the 
character of the potential borrower, which is measured by the 
judgment of the loan officer. It is also the smallest with re- 


spect to the maximum amount of a single loan. 


l5.S. Small Business Administration, SBA What It Is-- 
mee It Does (Washington, D.C.: Government Printing Office, 
yo), pp. 3-7. 

2 


U.S. Department of Commerce, Federal Programs Assisting 


Moro) Enverärise, PB. 31. 
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Operation Business Mainstream Loans 

messe Loans are provided under the authority er Section 
No the Small Business Act. Loans made under Section 7(a) ean 
be accomplished in one of three ways: (1) guaranteed Loans 10 
which SBA may guarantee 90 percent, or $350,000, whichever is 
less, of a loan made by a commercial bank; (2) participation loans 
by which SBA may lend up to $150,000 or an immediate participa- 
tion basis with a commercial lender; and (3) direct loans, by 
which SBA can provide a single unilateral loan of up to $100,000. 

Ihe guarantee plan is the most desirable from the stand- 
Bene or SBA since the commercial lender is parting with his own 
mene, and is more aut to take a continued interest in his Dor- 
Mater, even with the SBA guarantee. The participation plan is 
the next most desirable and is used only when the total funding 
requirement cannot be met by a commercial lender and if an SBA 
evarantee loan cannot be made. The direct loan plan is the least 
desirable and will only be considered by SBA upon receipt of 
substantiation that loan applications to at least two commercial 
banks have been made and rejected. These loans may be obtained 
Bere maximum of ten years for a straight business loan, similar 
Momemetrong—-CTerm debt instrument to increase financial leverage; 
n en years for construction purposes; and six years for 
working capital purposes.” 

The credit requirements for an SBA loan hinge on the 
me criteria Of Character... capacity, Condition, credit and 

libid., p. 35 and U.S. Small Business Administration, 


SBS us tirnessLoens  (Washineton,y DiCs: Government Prinsing 
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capital as they would at any lending window, but the measurement 
C o criteria is obviously more liberal or SBA assistance 
mella” not be required. For a minority businessman, an even more 
liberal approach is taken and, as with EOL assistance, character 
considered an extremely important factor.” Another O 
difference is that whereas a normal SBA loan applicant must be 
able to provide at least one-half of the funds from his own 
Resources if the loan is for a new venture, a minority borrower 
memredguired to provide only 15 percent himself. Even this re- 
quirement can be lessened or even waived at the discretion of the 
SBA Regional Director. Collateral for the loan is another 
patera that is given less consideration under this program. 
oO apply for a loan under eivthersof these programe 
Rec mires that the minority businessman prepare a business package 
for SBA as he would have to for any commercial loan. For an 
established business this package consists of: 
(1) A current balance sheet and profit and loss 
wa tement for the past business year. 
(2) A current personal financial statement. 
(3) A list of collateral, at estimated present 
Market value, which might be used to secure the loan. 
(4) A business plan, which should include pro forma 
financial statements, sales forecasts and a statement of the 


amount and purposes for which the loan will be used. 


lus. small Business Administration, f oBA Business Loano, 
Eh, 


“Tbid., pp. 10-12. 
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(5) Statements from commercial lending institutions 
22:0 whether they will or will not grant a loan inde- 
femaentiv, and if not, af they will join in an SBA 
guarantee or participation program.” 

Mera proposed new venture the package consists of: 

(1) A detailed description of the proposed business. 

(2) A description of the entrepreneur's business 
and managerial experience and qualifications. 
(3) An estimate of the financial backing that can be 
movained personally plus a current personal balance sheet. 
(4) An earnings projection for the business! first 
ear of operation. 

(5) A list of collateral, at estimated present market 
Mel” which might be used to secure the loan. 

(6) Statements from commercial lending institutions 
as to whether they will be willing to grant a loan or 


Mean With SBA in a guarantee or participation ne 


Local Development Company Loans 
The final lending program that will be reviewed is the 
State or Local Development Company Program, sometimes referred 
malas the 501 or 502 Programs, respectively, since they derive 
their legislative authority from those two sectionsof the Small 


3 


Wwe ness Investment Act. These programs are designed to combine 


lbid., POSTAS Lo) 


“Ibid., pp. 13-15. 


5u.S. Small Business Administration, 1962 Annual Report 
(J lis on D.C... Government Printing Office, 1953), a. IP 
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Br resources of the local community, including its lending 
Ma ut ons, With those of the Federal government to create 
Be reased business and job ee in economically de- 
pressed areas.” The most prevalent form of organization is Ene 
Local Development Company (LDC). 

anat li LO HNO Money Under (pis prosram ia croup oF 
at least twenty-five local citizens must design a business 
Mere lopment plan for their community, quantify it in terms of 
Gera! investment required, and be able to invest from 10 to 20 
peice. of this total themselves depending on the population 
Ane eommunity concerned. SBA then can join with the local 
Msn lat institutions, on either a guaranteed or participation 
base, to raise the balance of the project's cost. As with a 
7(a) guaranteed loan, SBA's limit is 90 percent or $350,000, 
Dan ver 1s less. 

ne Money «Gaus ralsea cam be mised o phoi construction 
io tants, or the expansion, modernization or conversion of 
za r il plants including the acquisition of land, buildings, 
machinery and equipment. The money cannot be used for the purpose 
Cue reasing working capital.“ 

Tre LDC program. 1s nor as sientilcant to an independent 
small minority businessman as the other two direct lending 


usss Sms since it is designed more for the development of larger 


CE Small BRusınesenAdminsetracvon, 502 Cocal Deveron: 


ment Company Program (Washington, D.C.: Government Printing 
Q co. 1968), p. 1. 
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EMeetrprises with the emphasis being primarily on the creation of 
greater employment opportunities. However, for the purpose of 
studying the potential viability of the MESBIC Program, the above 
brief review of the LDC Program is considered important for two 
m ons. First, it is a program that can combine the resources 
Te individual businessman, his community leaders, his local 
financial institutions and a Federal agency on a coordinated 
Fr S lO Stimulate business development on a larger scale than 
De accomplished by a businessman on his own. Secondly, 
and of even greater importance, is the fact that the direction 
ememeoartrol of the project is kept within the community. This 
Mo the LDC Program is extremely important in the ghetto 
areas where many other business development plans have failed 
because the local citizens themselves have not had an opportunity 


to help determine their own economic destinies. 


Evaluation of SBA Loan Programs 


From a quantitative standpoint, there has been a signifi- 
cant increase in both the number of loans made by SBA to minority 
businesses and the total dollar value of these loans. As Table 
T shows, the total percentage of the dollar value of all SBA loans 
Borne tO minority businesses has increased from f percent in 1968 
PONLO percent in 1971. The number of minority business loans 
has increased by 235 percent and the dollar value has quad- 
rupled. The greatest percentage gains have been made in the EOL 
area, where minority loans now account for slightly over 80 


percent of both the total number and dollar volume of such loans. 
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Meeoeeniaiicant increase in the size of each loan has also occurred. 
In 1968, the average (median) size of an individual 7(a) loan 
was $25,000. This figure has increased to over $57,000 in 1972. 
Under the EOL program, which has a maximum limit of $25,000 per 
loan, the average size of an individual loan has increased from 
$10,700 to $14,000 in this same four year period. Although 
r “es taken by themselves can be misleading, the trend toward 
larger individual loans may indicate that minority businesses 
are getting larger. This, in turn, may mean a trend away from 
the more marginal "Mom and Pop" type businesses which have a 
fie hieher propensity of failing. 

There is another trend developing the SBA loan program, 
however, which has disturbed officials of the Agency's Office 
of Minority Enterprise (OME). Table 7 does show a continued 
lsi Se in both the total number and total dollar value of 
poemevyeo minority loans. On a percentage basis, however, it also 
snows what may be a trend of de-emphasis in these loan programs. 
immo. 23 percent of the dollar value of ali loans were “made 
GS pity businessmen, but in 1971 this amount had decreased 
Memeo percent. Through the first four months of fiscal year 
ieee this figure is running at only 17 percent.” SBA officials 
interviewed by this writer did not wish to offer additional 
information or personal opinions regarding this trend. However, 
Bm iecing together information derived from each interview, 


the following may prove to be some of the reasons why this 


Richard Rebinson, private Iintervien/at U,S:. small 
Business Aomnistratien, Washineson,yD. &., Octsber, 147). 
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Meercase in the relative percentage of loans to minority 
ww messes may be occurring. 

One reason may be due to the organizational structure 
of SBA itself. As Table 8 shows, the Associate Administrator 
Minority Enterprise is on a lower rung of the organizational 
Beer zand his Office operates in a staff capacity along with 
tne Office of Administration and the Office of Planning, Research 
and Analysis. Although this Office is the Agency's chief advo- 
es for minority enterprise, its administrator is an advocate 
Maat? financial portfolio. The office which has both policy 
p@emoeucdeeting authority for all direct lending programs, for 
Atina ll businesses and minority businesses, is the Office 
e nancial Assistance. One official of this Office did 
State that forecasts of earlier years had predicted that the 
minority lending program would peak out by 1971, when it was 
Bimeueh. that commercial lending institutions would be carrying 
the major share of the lending activities to minority businesses. 

Another reason for this trend may be simply a matter of 
Mead. ol1nce minority businessmen were expected nov to be as 
proficient in developing the loan paperwork package as the normal 
small businessman, SBA created the position of Minority Enter- 
prise Representative (MER) in 1968, and assigned a total of 100 
of these minority specialists to its branch offices in 44 cities. 
These MERs were drawn primarily from SBA jobs they had held in 
the financial and management areas and 80 percent of them are 


of minority races. The objective of this move was first to 
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establish a better rapport between the potential lendee and 
wee iirst SBA representative with which he would come in con- 
feu. sSecondly, the MER would be able to give the loan applicant 
more assistance in working with the loan package than was normally 
provided.! 

The MER concept worked well until the loan business 
made its gigantic growth in fiscal year 1969. As Table 7 shows, 
BRrzoriginal 100 MERs, who processed 2,335 loans in fiscal year 
1968, were required to process 7,776 loans in fiscal year 1971. 
payee most minority loan processing takes a great deal more 
Lime than normal loans, due primarily to the extra services pro- 
Am Dy the MER, a point of diminishing returns had to be 
reached sooner or later. The Agency has attempted to obtain 
Peamutonal esiling points to respond to this increased workload, 
but the Office of Management and Budget (OMB) has kept a freeze 
Sumer new Federal hiring for the last couple of years and no 
new MERs have been obtained.” No relief appears to be in sight 
either, since OMB*'s Budget Circular A-11 for fiscal year 1973, 
clearly states that "personnel currently authorized will be 


utilized to the maximum extent in staffing new programs and 


Ue Congress Senare ~ ce tee, Comm tece on tomar 
Business, statement before that Committee by Thomas 8. Kleepe, 


pp. 3-6. 


“Harry Carver, private interview at U.S. Small Business 
l stracvion, Washington, D.C. “October, 13971: 
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pensions in existing programs, and a reduced number of personnel 
should generally be planned where the workload is stable." 

A final reason for this trend may be due to the increased 
loss rates on minority loans over the past five years which may 
be causing some SBA officials as well as the banking community 
eE Oo a harder look at the liberal lending policies. SBA 
emerere—offs have been increasing substantially from a low of 
percent in 1966, to a high of 21 percent in 1970. Some 
Iimerease was to be expected due to the rapid expansion of the 
Ps; m. but the trend in losses seems to be growing at a com- 
pound rate. A few observers feel that one of the reasons for such 
an increase in losses is that the early ies were More ope vom, 
Momimrority businessmen who were already established in business 
ciao a higher probability of remaining successful. AS the 
F has grown it has become increasingly more difficult to 
Dee applicants as potentially capable of succeeding.” 

This loss experience has not been considered unusual, 
since a 1971 study of major Eastern bankers revealed an 18 
percent charge-off rate and a 9 percent delinquency rate. Most 
of these loans were to retail concerns. A principal reason 
given by these banks for the high loss and delinquency rates 
was the fact that the banks themselves did not follow up on the 


business progress of their lendees because the size of the loans 


Seer Office of Management and Budget, Preparation and 


Submission of Annual Budget Requests, Circular A-11 (Washington, 
Die,: Executive Office of the President, June 21, 1971), Sec. 


eee 010. 
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were so small, averaging $13,000 per loan. Chase Manhattan indi- 
cated that its initial loss experience in minority business loans 
Was 15 times higher than its normal rate. Lack of entrepreneural 
knowledge on the part of the lendee and lack of experience on the 
part of the bank in knowing how to ol sóla cenio Clase sone 
maces were cited as the two major reasons for this high initial 
Meee rate, which bank officials fully expect to lessen in the 
future.” 

In summary, then, it can be Seen from tears preteen 
of the SBA's history and programs that much greater attention has 
ern given to the financial needs of minority businessmen in the 
last three years. But while the lending programs are important, 
Bde not provide the same degree of permanency to the financial 
eo meture of a minority business as does a more permanent type 
Fe cuity capital. It was for this reason that the Small Business 
Investment Company (SBIC) program was looked to in 1969 as a 


possible model for providing this equity capital to minority 


businesses, 


Tbid., pp. 13-18. 





CHAPTER V 
THE SMALL BUSINESS INVESTMENT COMPANY PROGRAM 


Inbroduer son 

The WUE Dose wot “thas chapter 18 Tirsl To dic euss <tc 
legislative history and provisions of the Small Business Invest- 
ment Act, since it governs both the Small Business Investment 
Company (SBIC) and the Minority Enterprise Small Business Invest- 
ment Company (MESBIC) programs. Next a review of the highlights 
cae SBIC industry's tempestuous history will be made since it 
was functioning for eleven years before the MESBIC program was 
launched. The purpose is to see what operational pitfalls have 
been encountered in the development of this industry. This will 
allow us to see whether they are being avoided in the MESBIC 
Posen. Finally an analysis of the performance of the SBIC 
l ry Will be given with respect to satisfying the equity 


needs of the small business community. 


The Smail Business Investment Act 
Since World War II, there has been growing concern over 
Mien tucure of the small businessman in our country. Much of 
a debate has centered around- whether small businesses are able 
to obtain adequate financing to keep them somewhat comeptitive 
in this era of the corporate giants. Between 1949 and 1958, 


various Senate and House Committees studied many proposals 
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m 
designed to provide more Federal financial assistance to small 
Poeanessmen. The Small Business Administration, with its loan 
aña. management programs was created as one means of assisting 
small businessmen. But there seemed to be something still 
missing in the total financial machinery. This missing element 
Malta ready source for small businessmen to obtain financial 
die tance of a more permanent nature, e.g., equity or long- 
eam capital. 

During 1957, the House Small Business Committee and the 
Senate Banking and Currency Committee continued to hold hearings 
One mall business problems. The testimonies varied from that 
of Mr. Maxwell of the American Bankers Association who felt that 
the normal lending institutions provided adequate financing, to 
meee ot Dr. A. D. H. Kaplan of The Brookings Institution who 
believed that a device such as the National Investment Act was 
needed to assist small businessmen. He felt that small business- 
men were not equipped to obtain adequate financing on their 
own." 

It was not, however, until the Federal Reserve Board 
issued a report entitled Financing Small Business to the Congress, 
in April of 1958, that a comprehensive analysis of the financial 
viability of the small business community was better understood. 
In summary, the report indicated that the small businessman 


received a smaller percentage of the total loans issued by member 


Bus Congress Honse. Sol cocer ommi ro on ola bl 
Business, Credit Needs of Small Business, Hearings, before 
S leeren rto on Small Bus mess, 65th Cong... lst-sessa 195% 
Dese1l29 122 Ore le. 
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Banks in the period 1955 to 1957 than larger businesses, based 
on the relative numbers of businesses in each sector. Further, 
K rape size of the loan for businesses with assets of less 
than $5 million had decreased. Smaller COMpanves. also! taicred 
less well in obtaining long-term loans than did larger feiss 
although the overall net findings aid not provi ekon 
clusive evidence that small businesses were being financially 
discriminated against to any sizeable degree, the report did 
conclude that sources of financing were not adequate to the 
apparent needs of small businessmen, primarily in terms of long- 
term credit. This report, along with the preponderance of 
Congressional testimony that favored increased Federal assist- 
ance, paved the way for passage of the Small Business Investment 
Bose, 1958. 
ia passing this Act, the Congress declared that: 
mine policy or the Congress. and therpur ae ss sof als 
Act (is) to improve and stimulate the national economy 
in general and the small-business segment thereof in 
particular by establishing a program to stimulate and 
supplement the flow of private equity capital and long- 
term loan funds which small-business concerns need for 
the sound financing of their business operations ; 
and which are not available in adequate supply . „ „ this 


meticy shall be carried out in such manner as to insure 
the maximum participation of private financing sources.2 


SS Pedéeral heserve system. Himencine omellybuewies. . 


Report to Committee on Banking and Currency and the Select 
Committee on Small Business by Federal Reserve System, Parts 1 
meme, Osth Conge., 2nd sess., April 11, 1958, pp. 122-125. 


Tice Congress, Senate, Select Committee on Small 
Business, Small Business Investment Act of 1958, as amended by 
Romie nd Cone, Ist Ssese.,. Se toy elec mane ae 
Sec. 102. 
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Baecarrying out this declaration, the Act was designed primarily 
to stimulate the private sector to create investment companies 
that would be geared solely to the equity and long-term finan- 
cial requirements of the small business community. 

The privately-owned investment institutions so created 
under this Act are called Small Business Investment Companies 
(SBIC). As such, an SBIC is conceived by the Act as a permanent 
profit-making institution. The prime incentives to stimulate 
the formation of SBICs are low-cost Federal financial leverage 
Support and tax incentives in the event of failure. The ulti- 
mate n of the Act was to help close the financial capital 
gap facing small businessmen through federally supported but 
privately managed financial institutions.” The Act established 
the Small Business Investment Division in SBA and charged it 
wich Federal administrative responsibilities of licensing and 
regulating the SBIC industry .*° 

Tae minimum financial. requirement to qualiiy for Maira 
license is $150,000 of private paid-in capital and paid-in 
ces. A national bank is eligible to purchase shares in a 
fee. but is restricted to investing no more than 5 percent of 
ieemcapital surplus. Further, a bank may not own 50 percent or 


Mere of any class of a SBIC's equity securities and cannot 


“Uus. Small Business Administration, Starting a Small 
Business Investment Company (Washington, D.C.: Government 
Eeimoine Office, 1969), pp. 1-2. 
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Small Business Investment Act., sec. 201. 
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assess voting rights,” Some SBIC's are owned by small groups of 
local investors, some are organized as subsidiaries of national 
business concerns and others are publicly traded. With respect 
Ezche individual owners, the SBA has strict regulations to 
ensure that SBIC's are not formed as holding companies for the 
Fun rose Of obtaining Federal lending for an owner's other busi- 
Mess ventures and that potential conflict of interest issues are 
avoided.“ 

With respect to DOrrowing power, the Act dees allow 
eee tO obtain long-term funds from SBA, which is probably the 
key incentive to the concept. The SBA may either purchase or 
guarantee the purchase of an SBIC's debentures up to 200 percent 
of the combined paid-in capital and paic-in surplus of the 
company, with a maximum limit of $7.5 million. In addition, 
mena SBIC has paid-in capital and surplus of at least $1 million, 
and has 65 percent of its total funds available for investment 
either invested or firmly committed in venture capital invest- 
temps, the SBA can either purchase or guarantee the purchase of 
$2 million in debentures plus 300 percent of the paid-in capital 
and surplus which exceeds $1.0 million. The maximum amount that 
SBA can either purchase or guarantee in this situation is $10.0 
aaa on. 

In addition to the words "or guarantee" with respect to 


Ae b's ability to purchase @ SBIC's\ debentures 75 Thezmest 


a Eee 302: 


ese Small Business Administration, SBA Rules and 


Regulations Part 10/7, as amended 36 F.R. 18858 (Washington, D.C.: 
Government Printing Office, 1971), sec. 107.901 and 107.1004. 





(a 
recent amendinent to the Act. his guarantee proviso now gives 
SBA increased flexibility to underwrite a private lending 
Ku L utlons'!s loan to a SBIC, similar to the underwriting 
ama bank's direct loan to a minority business. 

Ihe debentures sold to or guaranteed by SBA may be 
subordinated and may have a term of up to 15 years.“ SINCE 
me emphasis of the program is on venture capital, the maximum 
leverage factors above provide the greatest incentive for SBIC's 
femeoructure their investment portfolios in That direction. One 
migercant Stipulation of the Act is that federal funds will be 
provided to a SBIC ". . . only to the extent that the necessary 
funds are not available to (the SBIC) from private sources on 
Eeasonable terms ."> the SBA makes the final determination as te 
PeaemreasOnableness of the terms. 

A oBIC can invest in a small business concern primeres 
K ji) its equity securities or by making it a long-term 
ai Por purposes of the Act, both forms are considered venture 
Capital nee The word primarily is used beeause 2 eblc 
can make short-term loans to a small business concern with which 
it already has invested long-term money, but only when it is 
E [Sed in the interests of protecting the SBIC's primary 


> 


investment. 


L Business Investment Act... sec. 303(D). 


“Starting a Small Business Investment Company, p. 14. 
33mall Business Investment Reta, sec 5b. 
SBA Rules and Rerulations, sec. 107.3. 


Ibid., sec. 107.504. 
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MicworiMary emphasis agaın Js on tequioy financane and 
R | is, Of course, that as the small business grozs and 
Wrospers so will the SBIC's investment in the form of capital 
gains. To ensure that there is a reasonable degree of permanency 
mo tne investment, the SBIC must hold the initial security for 
at least five years with repayment not due until this earliest 
"maturity" date. The equity securities may be in the form of any 
Aros Ot stock and may include convertible, warrant and option 
provisions. 

Long-term loans may be issued “as such or ibn meras 
enabling the SBIC to purchase stock in the company during a period 
of time not to exceed ten years. Convertible debentures may also 
be issued. The interest rates for these instruments are subject 
to negotiation between the SBIC and its client, but are subject 
to the regulations of the governing state and may not exceed 
percent in any case. Loans and debentures must be issued for 
a minimum of five years and voluntary amortization during the 
Meer ive years cannot exceed 20 percent of the principal per 
year.” The Act specifies a maximum lending period of twenty ve ra 
with a ten year extension if the BIC bellieves that tie dali on 
Ame Oor liquidation will be in its own best interest.” 

There. ı1s a limitation on the amount of fir reina n bT. 


can make to any one company and the amount of control it can have 


nal ze. 100.202 


Ipid., sec. 107.301. 


33ma11 Business Investment Acts sec. 30500) ana (a 
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Mia company. Without the express approval of the SBA, A SBIC 
cannot invest more than 20 percent of its combined paid-in 
capital and paid-in surplus in any one company . 1 Except in rare 
INS tances, an SBIC or two or more SBICs acting as joint financiers 
cannot exercise control over a small business concern. Besides 
pino rmal 50 percent voting stock rule, SBA defines control as 
Mene any situation in which the SBIC owns as much of a voting 
interest in a smali business as any other one block of stock.“ 
mien only exception made to this rule is when the small business 
Boncern and the SBIC have entered into a fairly negotiated plan 
Ade tinme of financing as a mutual contractual obligation. 
Mero tan must be approved by SBA and cannot extend beyond seven 
years.” 

With regard to a SBIC's investment portrollo moto ceca 
ee third of the total portfolio may be invested in any one set 
@iebUsiness concerns classified together as a major group in the 
andara Industrial Classification Manual issued by the Office 
of Management and dee A SBIC cannot lend money to a com- 
Mentor the purpose of relending or reinvesting, for the 
development of unimproved real estate, for gambling or mono- 
polistic interests or for production of agricultural commodities. 


wE a aition, the small business concern can purchase goods or 


Irpia., decada) 


SBA Rules and Regulations, sec. 107.901 (a) ana (b). 
3ibid., sec. 107.901 (a). 
I 


2 


Mo ion e 
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AE ices from a supplier, who in turn is an associate of an 
C Of that SBIC, only if less than 50 percent or more of the 
Midas borrowed from the SBIC are used.” 

besides Lhe incentive of beings able to borrow leverage 
money from the SBA, a SBIC also enjoys a substantial tax ad- 
vantage over normal investment companies. First an investor in 
Ao SEC can treat losses in the value of his stock as a normal 
Seeraving loss and not a capital gains loss, which gives him more 
flexibility in applying this loss. Gains, however, can be treated 
as capital gains." second, a SBIC itself can treat losses in its 
investments as normal operating losses and can deduct 100 percent 
Of the amounts received as dividends on its investment from its 


5 SBICs are also exempt from paying the 


Salinas for tax purposes. 
aerated earnings surcharge as long as they are actively en- 
Geese providing funds to small business companies in compliance 


With the Small Business Investment oe Ji ce Chen, area 


Memjoretax incentives available to the management of a SBIC. 


Performance Of bie elas eE) 
Since its passage in 1958, six major revisions have been 
made to the Small Business Investment Act in an attempt to make 


TE Cre viable instrument of public policy. Some of the 


00 

pices: Congress, House, Technical Amendments Act of 1958, 
Pure 65-866.,.05 th Conge, 2ndusess., 1950, HR. 0331, sec. 
en. 


3Ibid., sec, 12438. 


A Treasury, Accumulated Earnings Surtax Exemption, 
Treasury Decision 6652 to Income Tax Regulations 1.533-1, May 13, 


1963. 





83 

amendments have been made to cover loopholes and provide more 
Seringent Federal control over the SBIC industry in the wake of 
some extremely bad publicity received by it. Other amendments 
have been designed to expand the capabilities of SBICs by 
providing more Federal funding and greater Operating flexibility. 

An example of the negative criticism that caused legis- 
lative revision is testimony that was given to Congress in 1966 
by Elmer B. Staats, the Comptroller General of the United States, 
when he disclosed that the SBA's financial and accounting records 
contained inaccurate and incomplete information with respect 
to the SBIC Industry, and especially the Statucson oon loans .* 
Ku the cases he cited to support his findings concerned the 
G O Capital Corporation, in which he stated that: 


Cascade Capital Corporation of Spokane, Washington, 
Mes licensed as an SBIC in April, 1961. Its capital con- 
sisted of $191,000 in private funds and $317,000 in SBA 
money. It also lost money steadily since the beginning 
en its operations. 

ine first SBA examination of This SSG was 27 Worms 
en 1962. At that time, it had a deficit of 30 percent. 
ine september of that year, the deficitre ehe e percent. 
and by April, 1963 it totaled 96 percent. In spite of 
this record, SBA advanced a total of $190,000 to Cascade 
wing this deficit period. 

The records show little action by SBA during 1963 
and 1964 to protect the Government funds other than 
correspondence to request additional private capital and 
to ask for a plan to bring the company into profitable 
Oeeracvions . 

In June 1964, a conference was held between officers 
of Cascade Capital and SBA representatives, who recom- 
mended to Washington that an immediate assignment of the 


* small Business. lavestnent <Act=2 Pp. 11i: 


UL Congress, Senate, Committee on Government Opera- 
tions, Investigation into Small Business Investment Company, 
Mearinges before the Permanent subcommittee on Investigavions of 
the Committee on Government Operations, Senate, 89th Cong., 2nd 
sess., August, 1966, pp. 55-73. 
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SBlC"s assets be obtained to protect the Government. No 
action was taken until April of 1965 when the SBIC was 
examined again. Continued financial deterioration was 
shown. The deficit had grown to 158 percent, completely 
Wiping out the private stockholder's interest. 

No action was taken in 1966. SBA officials told 
GAO that some tentative attempts to merge the SBIC were 
unsuccessful. No request for a receiver was made, but 
SBA indicated that it might be done shortly. The deficit 
had grown to 190 percent at the time of the last report.l 


On the more positive side, in 1966 applications for SBIC 
financing reached new highs; SBA evidence showed that small busi- 
ness concerns were making good use of the SBIC funding received, 
with one study showing that companies receiving SBIC funding had 
increased profits nearly 400 percent; and for the first time in 
r Story, the SBIC industry reported net profits for the 


fiscal year ending March 31, 1966.* 


In testimony before Congress, the SBA's Administrator 


stated: 


The great bulk of the companies in che Indu Cry Nan 
wae bare minimum of private capital required by statute. 
imeeminadequacy of Such resources 1S reflected, intangibly, 
in poor management skills and, tangibly, in a low return 
on invested capital. For the year ended March 31, 1966, 
SBICs in this category (statutory capital and surplus 
of $325,000 or less) actually suffered a loss of 2.3 
Percent on their investment, 

We undertook a detailed study to determine the size 
er, che SBIC which would stand the best chance of estab- 

I ing and maintaining a profitable operation. In this 
ervey, we attempted to develop a model To meet such 
requirements. The results of this study indicated to us 
that at least $1 million of private capital would be 
necessary to (1) interest prospective investors and com- 
petent management; (2) pay competent full-time management; 


TIbid., Dem: 
n Congress, Senate, Committee on Banking and Currency, 
Small Business Amendments of 1967, Hearines, before subcommittee 
Om mall Business of the Coma ttee on Banking “and Currency, 
Sonoro oO CoOng: uco sess, June le TOS pang. 
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(3) make thorough investigations of investment prospects; 
(4) maintain continuous service for portfolio concerns 
including advisory services; (5) insure a competitive 
return on investment; and (6) create reasonable prospects 
for success.l 
While the above testimony may appear at first glance 
Bee self-condemning, it really was meant to set the stage 
for revisions to make the industry stronger. The revisions 
Weeseecnsucd changed the law so that all SBA investments in SBIC 
fod be of the subordinated debenture variety, and not both 
Meseneures and straight loans. This tended to give the SBIC 
a more permanent type equity base by which to utilize commercial 
leverage. Further, the 1967 revisions increased the maximum 
aut of SBA participation in a SBIC from $4 million to $7.5 
million.? 
The SBIC industry has had a tempestuous ames a 
u o. as can be seen by the data in Table 9. Although there 
was much interest in the concept to begin with, only 86 companies 
had been formed by early 1960. Some SBA officials claim that 
ems low initial growth rate was not well received by the White 
House and so the Agency conducted a hardsell campaign and 
licensed anyone who looked even remotely like a possible SBIC 
eıdadate. While the truth of this cannot be confirmed, Table 9 
Gees show that a dramatic increase in the number of licenses 
issued occurred between 1960 and 1962. 
mother important wacker In thia apro ror ri parecer 
was the general stock market boom in the early 1960s and the 
Jl 


Ibid., pp. 29-30. 


Small Business Investment Act, p. iii. 
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emergence of the small technologically-oriented "hot issue" growth 
companies. Both of these factors further stimulated the fast 

eee Of public SBICs, which itself was considered a potential 

high flyer. The SBICs themselves appeared to invest heavily in 
these new growth comio which completed the self-fulfilling 
prophecy that as long as one link in the chain remained healthy 
all would remain healthy.? 

The dawning of recognition that this prophecy CULL aia been 
directions finally came in May of 1962, when the market collapsed. 
The index on SBICs fell from 23 in 1961 to 7.7 in May of 1962. 

A typical example is the case of tne Greater Wachintonn 
Miestrial Investments Company, a SBIC that financed a computer 
and systems analysis company whose stock rose in market value 
from 8 to 90. Greater Washington's stock, riding on the success 
of this investment, rose in value from 8 1/2 in 1960 to 31 1/2 in 
1961. When the computer company's stock fell in 1962, Greater 
Washington's stock dropped to 6 kn 

Whether for better or for worse, the events of 1962 
Prev” well closed the door to the continued formation of the 
publicly-owned type of SBIC. The learning curve appeared to 
bemrons and hard for both Congress and the SBA, as the early 
camel revisions to the initial legislation shows. The lesson’ 

G S learned was that a SBIC could be as harmful to small 


Businesses as it was supposed to be helpful. By supplying 


Ime SBIC's Road Back," Fortune, LXXIV (August, 1966), 
194. 


“Ipid., p. 196. 
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financing to these precariously founded long-shot ventures, which 
meent have been refused financial support from a wiser and more 
Maure financial institution, the SBIC could help to aggravate 
any instability already present in the market. More seriously, 
mmemoblC could do this with the taxpayer's money. 

By 1966, the SBIC industry appears to have reached its 
wema, in terms of the number of SBICs and the total financial 
strength of the industry. As Table 9 shows, 700 SBICs were 
licensed with a combined total assets of $710.2 million as of 
March 31, 1966. This was also the first year that the industry 
made a profit, but it was not until 1968 that the combined 
Pevained earnings figure finally went into the black. Although 
Amer Tigures in Table 9 look good, they do not tell the full 
MOT y. 

Between October 1964 and April 1966, SBA considered that 
the number of problem SBICs increased from 129 with $35 million 
in SBA funds outstanding to 232 with $67 million. The Agency 
er eted to lose about $18 million on investments in 103 SBICS 
totaling $37 E In a speech to SBIC managers in June of 
1966, Richard E. Kelley, associate administrator of the SBA's 
investment division, confirmed that about one-third of all 
SBICs were problem companies. Fifty-five of them had lost at 
Mest half of their private capital, seventy were either under 


mavestigation or being sued by the SBA, Sixty were either 


Usa Congress, Senate, Committee on Banking and 
Currency, The Small Business Investment Program, Hearings before 
a subcommittee of the Senate Committee on Banking and Currency, 
89th Cong., 2nd sess., July, 1966. 
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inactive or about to give up their licenses, and forty-seven had 
Seriously violated SBA regulations. Kelley's speech made quite 
feet in the financial world, but as the editors of Fortune 
memeced out, he failed to properly qualify his condemnations. 
n y later explained to Fortune that actually the problem 
Gempenies were almost all small, privately held SBICs and that 
three-quarters of them were one-man operations .* 

This then gave recognition to the second big object les: 
RO the industry. A small, marginal SBIC trying to help smaig 
marginal businesses only compounds the probability of failure by 
Beem ventures. From this point on, the S5A began to plot the 
Beh record of the SBIC industry by looking at four separate 
i cial classifications: those with total paid-in capital 
of up to $300,000 in size I, those between $300,001 and $1 
million in size II, those between $1,000,001 and $5 million in 
size III, and those above $5 million in size IV, As will be 
So later, there has been a marked difference’ in the perform 
ance of the different size groupings, but not always as SBA has 
ome would occur. 

Une example of the change of investment policy and 
philosophy many SBICs were forced to take, as a result of the 
May 1962 fiasco, is described by the experience of the Electron- 
Mos Capital Corporation (ECC) of San Diego. This SBIC company 
rode the boom of 1960 and 1961 when its stock zoomed from $10 


per share to $70 nearly overnight. In May, 1962, the price 


Iupne SBIC's Road Back," 194. 





90 
MOM co $0 per share and ECC's chairman Charles E. Salik had to 
change the rules of his game. 

ECC was formed in 1959 to provide venture financing to 
new electronic companies. Besides funding, ECC also was able to 
Peevide its clients management consulting services, a research 
laboratory and a central sales organization. Of the first seven 
ventures, three succeeded, two merged and two failed. After the 
market fell in 1962, ECC was hurt badly and was not able to 
become really investment active again until 1965. But when ECC 
did begin looking for investments, new ventures were totally 
sq out. Salik wanted only solid businesses with proven 
records and annual sales of approximately $8 million. Only under 
those conditions did he feel that the risk was worth the gamble. 
AS a result of ECC's new investment policy, it became the largest 
SBIC in 1967 with assets of $26 million and a steady but growing 
earnings pattern.” 

While this experience of ECC makes interesting reading 
Sa sbeccess”" study of a struggling SBIC, the success is only 
in the eyes of the beholder -- Charles Salik. For the purposes 
Of the small business community, ECC became just another closed 
Dmae lal window to it. With a no new venture and sales of 
$8 million investment policy, both sound criteria for a normal 
investment company to follow in order to avoid the disaster once 


Wied by ECC, the company could barely be called a4 oBIC in 


Iumninking Big About Small Business," Business Week, 
Heme fe tO. 1253-125, 
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memms Of the original concept. As a matter of fact, ECC has 
ce surrendered its license to SBA. 

From 1966 to 1971, the SBIC industry became profitable 
but the total number of SBIC's has decreased from 700 in 1966 
to 442 in 1971. Much of this decrease was planned by SBA, and. 
MaS Torecasted earlier by SBA Administrator Boutin, who had 
ed in 1963: 

I would forecast that within the next twelve months 

we will have this program down to 350 companies. 
Some wili cO Dy merger, Somerby Voluntary Suire ndermor 
their licenses, some by court action, and some by admin- 
istrative action by SBA. 

It was under his tenure that the 1967 amendment was 
passed which incentivized the formation of larger and more stable 
Ses. This lack of incentive for the larger SBIC was probably 
Mol tne other reasons ECC left the SBIC business, Greater 
Duss i LOn Investors, another of the large SBICs, also le unan 
II q cited as one of the reasons the lack of flexibility 
that caused it to reorganize and establish a wholly-owned SBIC 
subsidiary so that the parent company could continue on its own, 
AA Cill have a subsidiary that was smaller and more in line 
with the prevailing SBIC philosophy.“ 

As Table 9 shows, the years 1967 to 1970 were profitable 


Meee for the SBIC industry, but.no conclus»+ve evidence haszpeen 


BBecn as to why this has been so. That the industry finally 


tnoptos: Rocky Road Looms Ahead," Business Week, 
July 20, 1963, p. 65. 


elmer Securities and Exchange Commission, Exemptions 
from, Investment, Act of 1940 Hearings, pefore the securiacies and 
Exchange Commission, May, 1969. 
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began to develop some maturity in its operations is probably 
one reason. But what affect can be attributed to the overall 
Eo pattern of our economy and the prolonged war effort in 
Vietnam cannot really be known or measured. Whether SBICs 
moma have fared as well in'a different economic climate is 
Mco say, but the fact that the industry lost money in 1971 
vell be a leading indicator of future viability. 

A, H. Singer, the SBA's current associate administrator 
Korzoperations and investments, in his forward to the 1971 
annual SBIC Industry Review, stated that; 

The SBIC industry's financial results are highly 

sensitive to the cyclical nature of the economic and 

tra nicial systems .. . the data . . . must be evalu- 

ted in light of the generally unfavorable economic 

conditions which prevailed during the period. 
This statement was given in partial justification of the 
industry's 6.7 percent decrease in rate of return from a positive 
3.1 percent in 1970 to a negative 3.6 percent in 1971. 

As the figures in Table 10 shew, it was the largest 
SBICs that sustained the heaviest losses in 19/1 and they also 
made the fewest number of disbursements. 

The disbursement mix for this same period is shown 
Deale 11. 

As Table 11 shows, the smallest SBICs continue to be 


invested heavily in loan financing while the larger SBICs have a 


more diversified portfolio. What cannot be reconciled is why 


us. Small Business Administration, SBIC Industry 
Rie as ARAS Tona Ds "email. 2sımess Sam nie pray ol. 
December, 1971), forward. 
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TAB EE Le 


SBIC RATES OF RETURN (ROR) AND DISBURSEMENTS 
FOR YEAR ENDING MARCH 31, 1971 











Disburse- IN 
ments Amount 
IC Capital Size ROR 1970 ROR 1971 Number (000 ) 
I ($300,000 or less) 1.4% (042%) 426 $ O36 
II ($300,001 to $1 
million) So ie) 972 35.5 
imei 1,000,001 to 
$5 million) 5.0 ao 768 
AR over $5 million) 20 (0239 370 j 
Totals: DES $156.0 
nus. Small Business Administration, SBIC Industry Review, 
PD. 1-2. 
TABLE EL 
SBIC DISBURSEMENT MIX FOR 1971 
melo Capital Size Loans Debentures Capital Stock 
I 150% 188% 6.2% 
Ti Sl 20 22,0 
L 37.6 e 29. 
IV Sea D 34.8 
All Sizes (weighted) Dr: 29.2% 237 
Source: | Small Business Administration, SBIC Industry Review, 


fe 
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a C IV SBICs fared so poorly as compared to the size III, 
Watch disbursed more money during this period and had nearly the 
same portfolio balance as the larger size. More significant, 
mas. is the fact that only 57.5 percent of all investments 
made during the year were of a more permanent equity type. 

One disturbing trend has been the marked rise in allow- 
ances for losses over the past four years. In 1968 the allowance 
fee 35.6 million, or a little over 5 percent of total assets. 
These figures were held nearly constant in 1969 and 1970, but in 
1971 the allowance was raised to $44 million, or approximately 
7.2 percent of total assets. This accounted for a $9 million, 


or 2.8 percent, decrease in net worth during this last year.” 


Effectiveness of the 5BIC Frogram 

In gross totals, the SBIC has 8455 investments out- 
standing as of March 31, 1971, for a total value of over $472 
million. Of these totals, 4033 investments valued at a total 
of over $281 million were in debt securities and capital stock.” 
It is estimated that since 1958, the industry has made over 
37,000 investments providing $1.8 billion in financing to the 
small business community. The SBA had provided $447 million to 


3 


wee these SBIC activities from 1ts revolving capital Tuna: 


libia., Dero. 


“Ibid., Appendix 2, DD. 0. 


3u.s. Small Business Administration, Budget Estimate == 
Fiscal Year 1972, sec. S and E, (undated), p. HO. (mimeographed) 
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While these figures appear impressive they do not go to 
oie heart of the issue by asking whether the SBIC program has 
really been effective. The true test is to see what real affect 
the program has had on the small businesses who have been served 
by the SBIC industry. There is a paucity of available data in 
Mees area, but a SBA study of 1,381 firms who received SBIC 
mieetevance leads one to conclude that at face value the data does 
indicate that the companies have benefited. The study marked 
the period from March 1967, before SBIC assistance, to December 
Bus, after SBIC assistance. It revealed: 


(1) Employment rose by 29 percent with 1,800 new jobs 
er ated. 


(2) An average increase of 42 percent in gross revenues 
was achieved. 


WEN Profits- -more than doubled ont AO 
SO 

(4) Net worth increased 18.8 percent from $179 million 
torsels mon: 


(5) Total assets increased 36.8 percent from $711 
Moron vo 8975001: Krone 


(6) SBIC assistance increased the ability to obtain 
an increase of 22.2 percent in 7short- ger Borrowtnps 
from commercial sources from $113.4 million to $138.6 
ia Lisbon: 


A recent survey conducted by SBA, using sampling tech- 
niques approved by OMB, attempted to assess the value of SBIC 
assistance in less quantified terms. The survey posed a list of 
questions to the small businesses selected. The most important 


questions and their responses were as follows: 


I Congress, House n G G Conm ib on Small 
Business, Orranization and Overation cf the small Business 


mn nn a 


Administration, Report, H. Res. 53, House, 90th Cong., end sess., 
ae, np... 
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(1) Why did you seek SBIC financing: 
63.8 percent either could not get financing 
elsewhere or could not get reasonable terms: 


(2) Why were you refused financing elsewhere: 
89.8 percent cited either unsuitable terms, 
their venture was too risky or Their request 
ezxceedea lendine Limits. 


(3) What was the purpose of the loan: 
33.8 percent needed additional financing and 
31.8 percent needed start-up capital. 


(4) Did your business benefit by SBIC financing: 
95.5 percent answered yes and 55.5 percent 
of these indicated the benefit was considerable. 


(5) Were you satisfied with your dealings with the SBIC: 
85 percent said yes and of the 15 percent who said 
no, 39.1 percent stated that their inability to 
get all the money they felt they needed from the 
SBIC was the main reason. 


(6) What, in your opinion, is the type of assistance 
most needed by small businessmen: 
This was an open-ended question and a variety of 
responses were received. However, 60 percent 
indicated financial assistance and ¢c/ percent said 
managerial assistance. (A respondent could have 
cited both reasons and the responses were included 
ion eure 
In analyzing the results of both of these surveys it must 
be kept in mind that the respondents were businessmen who had 
lan jy received SBIC assistance. Therefore, the results are 
undoubtedly biased somewhat in favor of the SBIC industry. Un- 
fortunately, what is not available is comparative data of those 
small businesses who were denied SBIC assistance. What is not 
known is how successful and prosperous they have or have not 
become during the same time periods. It is possible that some 


of these businesses who were denied assistance are really the 


ones for whom the Small Business Investment Act was written. 


Lu.s. Small Business Administration, Small Business 
Investment Company Disest, LXXVI - V (September-October, EG ale) 
3-1. 
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However, this type of information is not known and one can only 
Reep these questions in mind to qualify the data that is avail- 
able and keep it in perspective. The data available so far does 
Tead to the conclusion that in general those few who have 
feeeived SBIC assistance have tended to prosper and that the 


2 cıpıtents confirm this belief. 





CHAPTER VI 


THE MINORITY ENTERPRISE SMALL BUSINESS 
INVESTMENT COMPANY PROGRAM 


The Beginning of MESBIC 
In a 1968 campaign speech, later called the "Bridges 


of Human Dignity" address, then presidential candidate Richard 
Nixon made a verbal commitment to the cause of minority business 
Gevelopment. He stated his position by saying: 
What we need is to get private enterprise into the 
I (lO, and put the people of the ghetto into private 
enterprise--not only as workers but as managers and 
owners. Then they will have the freedom of choice they 
Ale not have today; then the economic iron curtain whieh 
merrounds the black ghettos of the country will fanaliy 
be breached.l 
Although the speech made no mention of any specific pro- 
Meme tt set the stage for the creation of the Office of Minority 
Ersmess Enterprise. From this office came the announcement, in 
November of 1969, that the Commerce Department and the Small 
Business Administration were going to co-sponsor a new program 
(MESBIC) to provide equity capital to the minority business 
community. A greater "piece of the action" became the slogan 


of Project Enterprise, and Commerce Secretary Stans set a goal 


of licensing one hundred MESBICs with a potential to create 


Ins quoted in Minority Enterprise and Ex anded Owner- 


Rip: Blueprint for the (0's, p 
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$225 million in new capital for minority enterpruscehby eur ec 
0.“ 

At this point two questions must be raised» The fire 
seeks to answer why the SBIC concept was used for the minority 
program. The second asks why a different type of SBIC was needed 
if in fact this type of financial program was considered proper. 

The answer to the first question is rather straight- 
forward. As was pointed out in the last chapter, the era 1966 
to 1969 was a prosperous one for the SBIC industry, with profits 
moines an all time high of 9.5 percent. Upvimism was svrene 
foe che continued viability of the industry. Also the Government 
Pew that something more than the existing SBA loan programs 
Hren eded, but it had little real experience du dealing wate ce 
IE T UV business community. Since a reasonably viable small 
business equity funding industry was already in existence, it 
seemed logical to use it as a model for assisting the minority 
Der inessmen. 

The answer to the second question has a political as well 
eae economic rationale. From the political standpoint, the fey 
Republican administration had made a strong verbal commitment 
during the campaign and needed a visible and Republican-invented 
program to give proof to its promise. A new program, aimed and 
ecd specifically at the minority population was probably hoped 
to given them this proof. From an economic standpoint, the Spire 


industry, per se, was not geared at that time to the ce oo 





lrocco C. Siciliano, "A Piece of the Action," Nation's 
Business, LVII (March, 1970), 58. 
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the minority businessman. SBA rules governing SBIC operations 
were considered to be too restrictive for proper assistance to 
minority businessmen and there was a natural fear of over- 
liberalizing the whole industry. Another element that was desired 
in the MESBIC program was the strong sponsor concept and a greater 
emphasis on managerial assistance to the investment company 
clientele. Finally, it was considered mandatory that a MESBIC 
o cated as close to its potential customers as possible, sinoi 
AS to be an integral part of the community. This would make 
Maemso5lLC both visible and readily accessible to the people Tu 
served and also help overcome an inherent distrust of anything 
with a Federal label.” 

The first real MESBIC was actually licensed as a 5BIé 
over a year before the program was formally announced. On 
August 13, 1968, the SBA issued a license to the Arcata Invest- 
ment Company of Menlo Park, California. Arcata Investment was 
created as a wholly-owned subsidiary of the Arcata National 
Corporation, a company primarily in the redwood lumber business 
Pia lso involved in printing and data handling activities. dhe 
idea of creating an investment company dedicated solely to 
assisting in the development of minority-owned business was 
fostered by Arcata National's president, Robert Dehlendorf II. 
He had become greatly disturbed at the racial crisis developing 
four country during 1967, and especially the assassination 


of Martin Luther King. He felt that big business had a public 


InMinority Búsinesses Gain WLch DU. OG Help Pp OE ren 


Today, I (January 11, 1971), 12-14. 
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wr p onsibility to assist in the urban-racial crisis and believed 
the Arcata Investment might be one way to put his feelings into 
LION. | 

Arcata Investment was capitalized at $150,000 from the 
parent company and received a separate budget for salaries and 
administrative costs. Dehlendorf hired Derek (Pete) Hanson, a 
Stanford MBA graduate to direct the company and pledged the 
ment company to contribute 2 percent of its after-tax profits 
marca ta Investment for its first five years of operations. 
Acata Investment received an SBIC license from the SBA and even 
under the SBIC rules it managed to help finance more than 35 
black-owned or black-oriented businesses during its first 18 
Memes Of operations. Arcata Investment gave a total ci nearly 
$500,000 to these businesses which, when combined with the owners 
private investments of $400,000, enabled these businesses to 
eve another $1 million in financing from banks and other 
lenders. 

Areata Investment has not been toualiy as success imss 
the above figures would imply, but it has assisted many minority 
Businesses to become more viable. One key to Arcata Investment's 
success has been the philosophy by which it is managed. As 
Dehlendorf has said: 

Arcata Investment functions as does the management of 

its parent company every day of the week. It puts 
dollars behind the right man, with the right product or 


service, to meet a market need. It is not 'do-gooding' 
in the true sense of the word, nor is it attempting to 


luphe MESBICs Are Coming -- But Slowly," Black Enterprise, 
I (September, 1970), 27. 
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fill the role of the social worker or the cauca tor, 
functions to which most corporations are ill-suited. 

In reviewing proposals, the stress has been on 
community economic need and increased employment in 
profit-oriented businesses, both within and outside 
the local disadvantaged community. What we call tone 
man band' or 'fat cat' oriented proposals are screened 
out. 

Arcata Investment, then, became the model by which SBA 
and OMBE patterned the new MESBIC industry. Pete Hanson cle 
first director of Arcata Investment, has since become OMBE's 
MESBIC program director. 

The remaining portion of this chapter will be devoted 
first to looking at the legislative and operational characteris- 
tics of the MESBIC which differentiates it from a SBIC. Next 
the brief history of the program will be plotted. Finally, the 


m C .iveness and criticisms of the program as currently 


Kes will be presented. 


Legislation and Structure or genom Boece 

AC MESBIC, like a SBIt, 18 governed Dy eens = rulec yer Tie 
Small Business Investment Act. However, the SBA, by the regu- 
latory powers granted to it by this Act, has made changes in its 
SBA Rules and Regulations governing the SBIC industry to tailor 
meee MEOBLC program to the needs of minority businessmen. 

The first amendment to these SBA Rules and Regulations 
which affects minority businessmen was made in early 1969, 
before the MESBIC program was formally announced. This change 


sS all SBICs to provide.short—véerm financing o tess unen 


is eno 
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Me years to any persons ". . . whose participation in the 
mee enterprise system is hampered because of social and 
economic disadvantages . "1 

The purpose of this amendment was to cive Serie. 2 11, s 
freedom and encouragement to expand their portfolios to include, 
lendings to minority businessmen. But the actual response of the 
SBIC industry to minority businessmen has been very weak. Of the 
industry's total disbursements of $156 million in 1971, only 
$5.4 million, or 3.5 percent, were made to persons classified 


by the SBA as disadvantaged." 


The second major amendment to SBA Rules and Regulations, 
Bach respect to minority businessmen, was made in July of 1970. 
In this change, MESBICs were formally defined as a: 
License company licensed solely for the purpose 
ar providing assistance which. will contribute tora 
well-balanced national economy by facilitating the 
acquisition or maintenance of ownership of small 
business concerns by individuals whose partera oo) 
in the free enterprise system is hampered because of 
social or economic disadvantages. 3 
In addition to defining a MESBIC, this amendment also 
authorized regular SBICs to operate MESBICs as wholly- or 
commonly-owned subsidiaries. This authority to operate a MESBIC 
Abe With or without actual participation, but the parent 
SIC is prohibited from using SBA borrowed funds Co Capitalize 


a MESBIC and each licensee must own at least 20 percent of the 


Ma DO's voting stock, except by prior SRA approval, Once 


1 SBA Rules and Regulations. Raro 107 ecc. UA 


“SBIC Indust ty Be view. Dar, 


3SBA Rules and Regulations Part 107, sec. 107.3. 
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m riy capitalized, the MESBIC subsidiary can borrow funds 


mom che SBA on its own and it can utilize unused financial 


aeei bDi lity of the parent SBIC. 


al 


The most recent amendment to the SBA Rules and Regula- 


tions has four important changes that broadens the scope of 


MESBIC operations :S 


(1) A MESBIC is now exempt from the diversification of 


(2) 


co) 


investments requirements, which limits a normal SBIC 
from concentrating more than 33 173 percentiles 
portfolio in a single major group of Business acetil 
as pusa by OMB. This allows a MESBIC to gain more 
expertise in a particular type of business un ee 
especially important in its managerial assistance 
program. 

MESBIC can now invest as much as 30 percent of its 
total capital in any one investment. Jonee ME EIT: 

to this point in time are much sma Her in v r ze 
tnan SBICS, this revision allows HMESBIES Vo) ore tee 
more funds to what is hoped will be larger minority 
businesses. The objective is to give the MESBIC 
greated freedom to invest in more than just the more 
marginal retail type businesses to which the former 
mito or 20 percent tended to ro tri Rr m. 

The third key change has been to allow any SBIC/MESBIC 


to make more loans, within certain limits, for terms of 
lipid., cOn ES 


re: 








(4) 
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less than the five year minimum limit formerly re- 
quired The new minimum is now'thicrty mona oUa 
revision applies only to loans to disadvantaged 
businesses. Although important to Dota the ME T R wu 
the SBICs, in terms of being able to roll-over their 
investments more rapidly, this revision would appear ve 
be directed more toward encouraeing SECs We Wend snore 
to the minority business community. 

The final important change allows a portfolio invest: 
ment concern of a MESBIC to use more than the normally 
allowed 50 percent of the funds received to buy goods 
and services from a supplier associated with a MESBIC. 
The maximum amount has been raised to 75 percent. 


There are three key factors that differentiate a 
1 


ME DIC from a SBIC: 


C1) 


2) 


MESBICs are allowed to make loans only to business 
firms that are at least 50 percent owned or controlled 
by minority interests. 

Each MESBIC must be backed by a strong sponsor organi- 
zation. This sponsor or parent can be a corporation, 
business, group or organization that can provide, 
either directly or indirectly, the necessary $150,000 
minimum private capitalization for the IESO LN 
addition to capital funds, the sponsor must also commit 


itself to support a good portion of Le -MBS5IC'S 


m Department of Commerce, MESBICs and Minority 


Enterprise, p. f. 
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operating funds as well as managerial assistance to 

both the MESBIC and the companies in the MESBIC's 

PoruLolTer 

(3) The MESBIC is prohibited from using more than $12,000, 

or O percent, ol its initial capit ite support it: 

own operating expenses. It must cover the amount in 

excess of this maximum by other means, which usually 

inplies che sponsor organization 

The reasons for requiring the strong sponsor concept 
appears to be twofold. First, the SBA's early experiences with 
the SBIC industry has made it want to better insure that the 
Wemeinal SBICs, which caused it so much trouble in the early 
1960's, do not reappear as marginal MESBICs. By having a strong 
mmaserial staff to assist it, like Arcata National did for 
Arcata Investment, the MESBIC can maximize its ability to provide 
che services for which it was designed and not spend the majority 
Sas time trying to keep its own financial ead above wave. 
Mies ponsor can make its whole range of stall services available 
Momus MESBIC, which can give even a newly licensed MESBIC a 
Bouter degree of managerial maturity. 

The second reason for the parent concept is the added 
Finetions a MESBIC is supposed to be able to perform lor ıts 
portfolio firms. As was shown in Chapter II, the black 
community has not been able to acquire a high degree of managerial 
expertise and business acumen over the years. Since the emerging 


black businessmen need managerial as well as financial guidance, 
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the SBA and OMBE hope that the MESBIC can become a vehicle to 


deliver both needs to their clients. 


In concept, the MESBIC is designed to provide three 


types of managerial assistance:* 


(1) Planning. The MESBIC is supposed to help its applicants 


(2) 


(3) 


in developing basic business strategies and plans p R 
venture in question. This basic euldance Is aeoea 
give the applicant a clearer sense of overall direction 
so that the investment it receives has ™asbeucer ener. 
of being used to its maximum advantage. 

eon ee. Once the investment has been made, the 
MESBIC tries to maintain a continuing relationship 

with its portfolio firms, and on a day-to-day basis if 
necessary. The MESBIC can turn to its sponsor company 
for assistance in helping Co edvice wine ee ier, 
answering many "how to" type questions, such as how to 
submit bids for contracts more elled ri oTe E u 
contact also allows the MESBIC to make periodic eneeks 
of the business pulse of its clients and possibly 
anticipate potential problems before they emerge. 
Technical Assistance. As problems are discovered, 
through this hoped for close dialogue between MESBIC 

and client, the MESBIC can help seek outside assistance 
that the client may not know exists. There are many 
organizations and groups, such as the UNS. Chamber pa 


Commerce and the SBA's Senior Core of Retired Executives 





libia., pp. 8-9. 
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who may be able to provide specifienas ista c s 

Mvelevor no charge to the client: 

It can be seen, then, that in concept at least the 

MESBIC structure can help provide two and possibly all three 

of what the President's Task Force on Improving the Prospects 

of Small Business has defined as the three major needs of small 
businesses: (1) sound managerial counseling; (2) adequate 
lU capital, the type especially critical to the small busi- 
nessman; and (3) better trained peop In addition, by estab- 
ishing a continuing relationship for at least the minimum 
lending time of thirty months, the MESBIC can help bolster its 
em nesses during much of their initial crucial period. As rie 
Task Force said: 

Statistics show that the first five years oz n 
business' life are critical for survival. They all show 
that a very high percentage of business failures are 
attributable to lack of management competence and ex- 
perience. Those who finance small business say that 
financial assistance without effective managerial counseling 
eiten leads to ultimate loss. THe net Pes vernetzt 
businessmen at times have been hurt by the very financial 
assistance that was intended to help.¢ 

Much has been said in selling the MESBIC program 

concept of the maximum 15 to 1 potential lending leverage 


possible. Table 12 shows how this figure is theoretically 


derived: 


USE President's Task Force on limproving the Prospects 


of Small Business, Improving the Prospects of Small Business 
@iasiimezon, D.C.: Government Print rno SOI ice 1970). p. eN 


¿rbid., peewee 
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TABLE 12 
MESBIC LEVERAGE POTENTIAL 
Original MESBEC Capital EL O OOOO 
Sen Loan to MESE... 0007000 


"Seed Capital" investments in 
minority Ventures + ma Je 1,5007000 


SBA-guaranteed bank loans to 
Minor Ly ventures VR e BRD SED 


Total Capital Flow to 
minority ventures oy AO O 


Source: U.S. Department of Commerce, MESBICs 


ang Minority anterprrise ies ti 
Pai 


In the above example it is assumed first that the MESBIC 
is able to acquire $500,000 in private equity capital. Then it 
can borrow $1 million from SBA on a 2 to 1 basis to give it a 
more! capitalization of $1.5 million. Next it is assumed that 
the MESBIC invests all of its money in minority businesses on an 
equity basis. The SBA is then prepared to guarantee up to 
90 percent of commercial loans to these companies using a maximum 
debt to equity ratio of 4 to 1. Theoretically, the MESBIC and 
BBA together have been able to take an initial private invest— 
ment of $500,000 and leverage it fifteen times over to "create" 


a total of $7.5 million of new capital to the minority business 


Community. 


MESBIC Growth and Performance to Date 
When Commerce Secretary Stans announced the MESBIC pro- 


gram in November of 1969, he hoped to have 100 MESBICs licensed 








JO 
ama operating by June 30, 1970. On that date, however, 111 
tentative commitments had been made but only sixteen license 
applications had been received and just twleve MESBICs were 
sea and considered operational. By the end of September 
Or 19/0, nineteen licenses had been issued. Stans stated that 
this lag between initial commitment and actual licensing was due 
to time-consuming but necessary legal work by the MESBIC spon- 
sors.? An SBA official confirms this fact buthal o states ena 
kense applications were being closely sereened to avoid the 
rooms encountered in the initial licensing of SBICS when 
m ty was considered more important than quality. “The total 
Fest in both bad publicity and problem SBICs had far outweighed 
benefits received in the early 1960s by over-licensing.* 

As of late December of 1970, twenty MESBICs were in 
eperaction with an average total capitalization of $300,000.> 
Twenty-nine MESBICs had been licensed by April of 1971, with a 
total private capitalization of $5.9 million, supplemented 
Aml. 8 million in SBA borrowed no These MESBICs had 
received 1699 loan applications totaling $28.1 million and had 


disbursed $3 million in funds to 192 different businesses. 


Icharles L. Frankel, "The Uphill Road to Black Capital- 
jem," Nation's Business, LVIII ( December, 1970), Or 


Kermit L. Culver, private interview at U.S. Small 
Business Administration, Washington, D.C., January 1972. 


Snpederal Minority Business Programs Establish 'Solid 
Beginning! For Future," Commerce Today, I (December 28... 19208 


Bon 


Ynpendine To Minority Firms To Build on Early Success," 
Commerce Today, 1 (May 3, 1971), 24. 
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Of these disbursements, 158 had been straight loans, twelve had 
been purchases of debt securities and only twenty-six had been 
Mie. equi ty investments.” 

Licensed MESBICs total forty-three in number as of 
February 1, 1972. They have helped to finance 270 businesses 
which employ over 2,200 people and have an estimated annual 
Bayroli of $11 million with annual sales of over $15 ea 
Meese MESBICs have a total capitalization of about $11.3 million 
Enea potential leverage factor which could allow them to provide 
ever $150 million in new financing to minority businesses .? 

Of the forty-one MEOBICS in operation as of December 
i971, a capitalization-size breakdown is shown in Table 13. 
Eighteen of these MESBICs were capitalized within $10,000 of the 
minimum of $150,000. The two largest MESBICs, Alyeska Invest- 
ment Company of Anchorage, Alaska, and Ban Cap Corporation of 
New York City, are capitalized at $1 million each. 

One of the MESBIC concepts is to get the lending institu- 
on as close to its potential customers as possible. A MESBIC 
distribution by location is shown in Table 14. It would appear 


from this distribution that the MESBICs are attempting to locate 


Mie areas of heavy minority group concentrations.  Lúuftre 


SO Congress, Senate, Select Committee on Small 
Business, Statement before that Committee by Thomas S. Kleppe, 


Dow 12-13: 


enNixon's New Program To Strengthen Aid to Minority- 
Owned Firms," Commerce Today, Il (November 1, 1971), 15. 


Sculver, private interview. 
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meeatvions of the MESBICs, except for the noticeable paucity of 
them in the Deep South, do not tell us the extent of the dis- 


bursements made. 


TABLE ES 


MESBIC CAPITALIZATION BREAKDOWN 


Total Paid-In Capital 


and Surplus Total Number of MESBICs 
Not more than $200,000 20 
$200,000 to $500,000 18 
Over $500,000 3 
Source: "Nixon's Administration Responds to Its 


Black Critics," Black Business Digest, II 
(December, 1971), 649.0 © — ss 

Table 15 gives a breakdown, as of March 31, 19/1, of the 
disbursements by geographical area of the twenty-one reporting 
on the twenty-eight licensed MESBICs at that time, The figures 
do confirm that the greatest lending activity has been in the 
Middle Atlantic, East North Central, South Atlantic and Bast 
I. Central regions. Even here, though, the figures must 
Be reviewed closely since the preponderance or disbursements 
going to the South Atlantic region is concentrated in Maryland, 
with only one disbursement in the District of Columbia. The 
East North Central region also shows a serious gap with not one 
disbursement being made in Illinois, most specifically Chicago. 

A breakdown of the total outstanding disbursements of 
these twenty-one reporting MESBICs, by type of industry shows 
that nearly 75 percent of the total number of disbursements were 


made to non-manufacturing business concerns, which also received 
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TABLE 14 


DISTRIBUTION OFTES BIC SSB CEOCRAPHIC 
AREA SERVED 


Area Served Number of MESBICs 


New York City 

San Francisco 

Los Angeles 

Chicago 

Newark 

Se atole 
Philadelphia 
Detroit 
Hartford/New Haven 
Dallas/El Paso 
Boston riil re l. 
Baltimore 
Bartlesville, Okla. 
Louisville, Ky: 
Racine, Wis. 
Washington, D.C. 
Alaska 

Phoenix Ariz: 
parta Atlanta). Ga: 
Winston-Salem, N.C. 


pj a re TR oom eu ee = O 


Prada Odds ala 


—aah ea - P V s AA AAA 


Source: "Nixon's Administration Responds To Its 


Black Critics,” Black Busines: ie cer. 
II (December, 1971), 64. 
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TABLE 15 


LICENSED MESBIC LOAN AND EQUITY DISBURSEMENTS BY REGION 





FOR THE YEAR ENDING MARCH 31, 1971 





Debt Capital Total 
Loans Securitles Stock Financing 
No. Amount DE Amount No. Amount 
New England 
Maine $ = z $ = = $ = 
New Hampshire = = = 2 = AS 
Vermont = = 2 2 = s 
Massachusetts = = = = = a 
Rhode Island = = = Be = = = 
Connecticut 2,700 1 10,000 2 60,000 y 72,209 
Total 2,100 1 $ 10,000 2 $ 60,000 4 $ 72,700 
Mida Atlantic 
New York 8,000 3 $ 35,000 5 Š 85,007 9 + 128,007 
New Jersey 138,534 y 68,000 5 - 28 206,534 
Pennsylvania - - = = = = = 
Total 146,534 7 $ 103,000 5 $ 85,007 31 $ 334,541 
East North Central 
Ohio 29,000 - $ - $ - 2 š 29,000 
Indiana 14,000 - - - - I 14,000 
Illinois - = = = = = ES 
Michigan 121,288 - - 1 50,000 1 171,288 
Wisconsin 34,575 - - - 3 34,575 
Total 198,863 - $ - 1 $ 50,000 13 $ 248,863 
Pacific 
Washington = = $ = = $ = = $ = 
Oregon - - - = - - - 
California 725,164 Y 40,000 8 72,600 75 837,764 
Alaska - - - - - - - 
Hawaii - - = = s, ES = 
Total 725,164 a $ 49,000 8 $ 72,600 75 $ 837,764 
West South Central 
Arkansas - - $ - - $ - - $ - 
Louisiana - - - - - - - 
Oklahoma 19,000 - - 2 115000 4 30,000 
Texas 107,000 - - a 15,092 al 122,092 
Total 126,000 - $ - 3 $ 26,092 15 $ 152,092 
South Atlantic 
Delaware - - $ - - $ - - $ - 
Maryland 114,290 1 10,000 - - 5 158,290 
District of 
Columbia 10,090 - - - _ i 10,000 
Virginia 6,809 - - - - 1 6,809 
West Virginia = = = = = = = 
North Carolina 44,000 - - 2 37,000 y 81,000 
South Carolina = = = = - = - 
Georgia = = = = - = = 
Florida 49,900 - - 1 200 2 50,000 
Total 224,899 1 $ 10,000 3 $ 37,200 13 $ 302,099 
East South Central - - - = = ” 
West North Central - - - = = = 
Mountain = = = = = =a 
Puerto Rico = = = = = 
Virgin Islands - - = = = = 
Guam = = = = = = 
OHA oe L Peso aan ee 102.38 2635000 22 $ 330,35) 157 $&1,7 4,053 


— LL AAA qq AAA qq Ann ru G 


Source: Small Business Administration, SBIC Industry Review. 
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about 70 percent of the dollar value of these disbursements. The 
retail trades and service activities combined received just over 
53 percent of the total number of disbursements and about 46 

Pn ont of the total dollar value, Although it is te be expected 
that the greatest initial effort of the MESBIC disbursement 
activity will be in the retail and service areas, since these 
types of business concerns dominate the ghetto areas, it would 
appear encouraging that even at an early stage of development, 
PiemBSobIC industry is involved in supporting manufacturing Type 
Eo ures., 

The above figures are all derived from Table 16, which 
further shows a breakdown of these disbursements by loans, debt 
securities and capital stock. As might be expected, the majority 
of disbursements are of the loan variety. Only 8 percent of 
the total number of disbursements to non-manufacturing industries 
were of the capital stock type, but over 2/1 percent of the 
ea msursements made to manufacturing Industries were of this 
Pipe! 

Table 17 is the first condensed financial statement ever 
Fusslıshed for the MESBIC industry. By itself it does mo R lm 
very complete story since there are no standards or trends by 
which to compare it. Yet it does show that the industry sustained 
a 19.6 percent net loss from operations during its first active 
year, which decreased its total capital stock by 16.3 percent, 
Br 0552000% 

The industry as a whole appears Mor ever close LO Dela 


fully-leveraged as far as funds available from SBA are concerned, 
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MESBICS CONDENSED FINANCIAL STATEMENTS 
AS OF MARCH 31, 1971 


21 Reporting or 





Condensed Statement of Financial 28 Licensed Companies 
Col ur r65 | Amount Percent 
Assets 
Cash and U.S. Government Obligations $3,421,096 65.3 
Loans to Small Businesses (Sec. 305) $1,520,292 29.0 
Equity Securities of SBCs (Sec. 304): 
Debt Securities of SBCs 258,000 1,9 


pec Capital Stocks and Stock Rights 
for which Separate Costs Have Been 














Determined 125,929 a 
Gross Loans and Investments A Dame) 
Less: Allowances for Losses Woy. 329 9.4 
Net Loans and Investments $1,709,892 32.6 
Assets Acquired in Liquidation Less 
Accumulated Depreciation and 
Allowances for Losses $ = = 
Less: Mortgages Payable _ = 
Net Assets Acquired in 
aqui dation : z 
A11 Other Assets 110 018 Anl 
f 5] Assets 5,241 Nan 10070 
wabi lities, Capital; ena 
Surco lOs 
Berrowings: 
Subordinated Debentures Issued 
to SBA $1000. 000 34.4 
Funds Borrowed from SBA = = 
Funds Borrowed from Other 
than SBA m A 
W Other Liabilities 127.009 a 
Hopes Liabilities $1,927,009 36.8 
G 1 Lal Stock, Amounts Paid on 
Stock Subscribed, and Paid-in 
Surplus $4,169,773 79.5 
Retained Earnings (Deficit) ( 855,748) (164.35) 
Total Capital and Surplus ° 5 a nal 
Noval Liabilities, Capital, 
and Surplus $5,241,034 100.0 








Unrealized Appreciation of Investments $ a 








I 
i 
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TABLE 17 - Continued 


Condensed Statement of Income and 
Bxpense Wor the Year Ended 
March 31, 1971 


Income 
Income from Loans and Investments 
Management Consulting Service Fees 
Net Income (Loss) from Assets 
meguilred in Liquidation 
All Other Income 
An al Gross Operating Income 


Expense 
Interest and Other Financial Expenses 
A rating Expenses 
Total Expenses 
Net Income from Operations Before 
Provision for Losses and Income Taxes 


Erovision for Losses 

Provision for Income Taxes 

Total 

Net Income (Loss) From Operations 


Pealized Gain (Loss) on Investments 
Mees: Provision for Income Taxes 

Net Realized Gain (Loss) 

Combined Net Income (Loss) from 
Operations and Realized Gain (Loss) 


Net Return on Invested Capital 
mer the Year 


So ee 


ee FR E 


A Reporte ec 
28 Licensed Companies 




















AMOUNT Percent 
63,692 e 
107,699 62 8 
MATEO 100.6 
81,528 47.6 
216,418 M2673 
297,946 173.9 
(120.525) (73.9) 
686,274 400.4 
l 133 Zell 
690,407 10278 
(816 ,962 a 

(816,962) 

(19.6) 


| 
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Source: Small Business Administration, 


SBIC Industry Review. 
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having borrowed only $1.8 million baseá on a paid-in capital of 
ever $4.2 million. Additionally, the industry has nov utilized 
memmercial borrowing itself to increase its financial structuur p 

The fact that over 65 percent of the industry's total 
assets are uncommitted to investments to minority businesses 
mo disturbing as a whole, but since most of the MESBICS are only 
about one year old, the reasons for this inability to make more 
investments cannot be fully explained. 

Since any further attempt to draw conclusions rones 
one picture of the MESBIC industry's financial condition might 
ima tO mislead the reader, no further rercrence wiii eoe R 
meme xcept to draw attention to the high provision fer ices 
e oense allocation. 

One encouraging statement can be made, however, and that 
is that as of early January, 19/2, no MESBIC has been forced to 
u render its license for financial reasons.” Ihe initial erowen 
s le industry may not be as dramatic as une initial grouchzor 


Pues BICs, but 1t appears to be on a bil More ol a solid Tooting 


MESBIC's Potential Bitectivemess 
Both OMBE and SBA have taken an optimistic but fairly 
A listice attitude toward describing the current and rusqa e Pr o = 
*iveness of the MESBIC program. There 1s overall ceontidence ih 
che ability of MESBICS to provide more TMa m Aine rand man eo 
asistance to minority businessmen., DUC DOCA Beereices appear 


e alistic in not wanting vo eversell taco rosca 


lculver, private interview. 
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SBA Administrator Thomas S. Kleppe admits thar vine isin 
miaustry's performance to date has not been substantial, in 
Beeolute terms, but at least it has been a beginning in filling 
c CG that no other program was doing. He points out that SBA 
has been determined to license only sound and well-sponsored 
MESBICs to ensure that the MESBICs do not become problems in 
w elves. He speaks highly of the responses he has received 
from the corporate giants, such as General Motors and Standard 
rana the degree of corporate commitment they are Mm Ó 
make toward making the MESBIC program a more successful means of 
assisting the disadvantaged. Kleppe feels that representatives 
of national corporations "now have a common forum through the 
MW PIC vehicle to discuss financial and = Gar erie problems of “che 
disadvantaged on a national, as well as a local basis." By 
Becoming directly involved with the disadvantaged on a basis They 
wen best, the business environment, he bediveves thay the 
corporate giants can give the minority businessmen a significantly 
greater representative voice speaking for them.” 

With respect to this representative volce, a 
the MESBIC sponsors does read somewhat like the listing of 
Fortune's 500. Some of the better known names include Prudential 
Masurance, General Motors, Phillips Petroleum, Transamerica, 
International Telephone and Telegraph (ITT), General Foods, Olin 
Corporation, Standard Oil, Chase Manhattan Corporation, Sun O17, 
Bank of America and Atlantic Pipeline. 

alee Coneréss, Senate; Select Commmicres on omad 


Business, Statement before that Committee by Thomas 5. Kleepe, 
Oreo. 





A Zn o — au A e OC T _ _ 


Al al 


In addition to the wide variety of sponsors, obA feels 
Mat each MESBIC appears to be struetured along lines that best 
Meet che environment in which it exists. For example, Oppor-— 
eunıty Capital Corporation (OCC) of San Francisco is sponsored 
meee consortium of twenty-one corporate investors, including 
Bank of America and Standard Oil of California. It shares office 
Space and management with Opportunity Through Ownership, another 
Amm Chat provides special financing for minority DUSIN S ALS 
secretary of OCC is a manager of an investment management firm ana 
A ner directors represent banking anda national Aandusvrial maine. 
OCC then has a strong and experienced managerial background To 
memo it develop over the initial and evi tucal over orn. years . 1 

Rutgers Minority Investment Company of Newark, New Jersey 
eicesents a different type of organizational Tramewerk.,22 AL 
capital has been provided by ITT of New York, but the graduate 
less school of Rutgers University provides The office space 
and management assistance to the MESBIC. This arrangement 
provides a unique opportunity for potential future corporate 
leaders to actively participate as business consultants and to 
faim a better understanding of minority business problems .* 

A final example of the flexibili y Po- aiD i or onn za 5 
a MESBIC is the case of the soon to be operational Minority 
Equity Capital Company (MECCO). The initial capitalization of 


$1.2 million for MECCO comes from the Ford Foundation and the 


lsmall Business Investment Company Digest, pp. 23-24. 
“Ibid., pp. 37-38. 





| 
Metropolitan Life Insurance Company, Although based in New York 
City, this MESBIC will invest in minority businesses in New York, 
Newark, Washington, D.C., Los Angeles, New Orleans, Dallas and 
St. Louis. The reason MECCO will be able to reach a broad geo- 
r ic area is that it will be an affiliate of the Interracial 
Peuncil for Business Opportunity (ECBO), a bighly successful 
Taeeority enterprise business consulting organization also funded 
Hache Ford Foundation.” Ih18.c0uplınesor 7 vos 1 o by 
Misiness management assistance organization in S@€Vven cilvies win 
a centrally available equity funding organization would appear to 
have a tremendous total assistance potential. 

The Commerce Department's OMBE has assessed the MESBIC in 
kus similar to that used by SBA. It cautions potential sponsors 
not to begin a MESBIC without adequate pre-planning and a gradual 
Srert-up phase. OMBE further advises that a MESBIC shodla be 
prepared for many potential failures in its investments and that 
st be willing to stand by its clients Tor relatively, jong 
periods of time. A MESBIC is further advised to keep a low pro- 
file in the community and be sensitive to the desires and goals 
of the businesses and community it en 

It would appear by the tone of these assessments That 
peta Agenties would rather be a bit qelip e re i B r developing 
moe MESBIC industry in order Lo avold the serback experienced 
ma che Carly years of the SBIC industry This confidence’ factor 

Lnpord Foundation Invests Millions to Promote Minority 
Enterprise," Commerce Today, I (December 28, 1970), 25-26. 


SIE Na 
“U.S, Department of Commerce, MESBICS and Minority 


Ove mise. pp 1 =15, 
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sia Vital one since the ultimate success of the MESBIC program 
hinges to a great degree on how well the minority communes 
accept and use this Federally-backed program. 

ihe MESBIC program is not wLtaout Ito ritos oO MESA 
EMI two of them are Richard S. Rosenbloom and John KR. Shankzorzuıe 
BER Fd Business School. Both writers e~ollaveraved in a Harz 
Business Review article late in 1970 in which they advocated total 
abandonment of the program since they consider it wholly ineffec- 
five in both concept and operation. 

Rosenbloom and Shank concede that minority economic 
development can proceed faster than it has in the past only with 
emereat influx of capital, but that the MESBIC program 1s oe 
Ee proper vehicle. 

They first analyze the program from a*stralgnht pusiness 
approach, and advise potential sponsors to look at a MESBIC using 
the same "managerial scrutiny" as they apply to their own busi- 
nesses. In other words, if a corporation wishes to make a social 
seba tment to fostering minority business development. ir Shona 
measure the potential success of a MESBIC venture under a common 
capital investment criteria with othertpossualllle vehweles for 
achieving the same goal. Businessmen should not allow themselves 
Gor be oversold by the Government on the merits of MESBIC as a 


means of meeting the goal when there may be better vehicles 


pie 


lRichard S. Rosenbloom and John K. Shank, "Let's Write 
off MESBICs," Harvard Business Review, XLVIIT (September- 
October, 1970), 90-91. an 
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(C Cor iim TO Rosenbloom,” two crucial assumptions underlie 
the MESBIC program, and both are probably incorrect. The first 
assumption is that "excess capital" from the white community can 
be induced into the program. This assumption is considered wrong 
n ` no substantial amount of "white" money can be drawn ¿nte 
the ghettos when the risks are so high and the potential rewards 
So little. The SBA loan guarantee program, to him, has not 
stimulated a much greater amount of minority business lendings. 
Ma Second assumption is that the minority Dusinessmen mise 
able to repay their loans in periods of fifteen or twenty years. 
esenbloom feels this assumption falls to recognize that any ney 
FRrzimessman, regardless of color, needs really permanent equi. y 
capital and that an "all-debt financing" medium, regardless of 
Mmiemebength of maturity, must eventually perrera ands h 
ns rest. He does not feel that many businessmen Can repay them, 
pierre Equity base in this period of tame and still have enous 
Se uhneir own capital, accumulated primarily by the earnings ce: en— 
Dussimess, to remain at the same financialisize to whiendeney Nave 
Moperully ee 

Rosenbloom feels the MESBIC program does not provide 
any new methods for corporations desirous of helping minority 
businesses since it is based on the same model as the SBIC 
mogram. He challenges the potential conan cal levera 


ehe SBA and OMBE claim for the program onztrhe grounds that there 


or purposes Of simplicity; TurtheriroT erences Co Doa) 
Rosenbloom and Shank will be made by referring oniy to Rosenbloom. 


Ibid. p. 92. 
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MENO assurance that commercial lending mise os wall abc eas 
immeral on a 4 to 1 equity to debe ratio. He is further eritical 
Sethe minimum capitalization of $150,000 required Do R Ton 
meee Prounds. First, he cites SBA Tieures that snow tinavent 
was the small SBICs that caused them so much trouble in the mid- 
Ú iS. Second, he believes that the smallness ol che MESBICs 
will only foster a greater proliferation of marginal retail 
Pieanesses, since the maximum investment restriction does nov 
give a MESBIC an opportunity to help develop new businesses of a 
Ese enough scale to really benefit the ghetto communities les 
HA criticism concerns informal oBAmEeULAd Ine FWN eaa a E 
that a MESBIC must have at least two well-qualified full-time 
Memacers on its staff. He feels that this excessive overhead 
burden even with sponsor support will make a Serious cash Grain 
ensthe MESBICs treasury.” 

Leaving the faulty operating ceeareacrerisvics of a Me Er 
em a purely business standpoint, Rosenbloom next toocs. more 
clase ly at the basic purposes that a program such as MESBTC 
should have if it is truly intended to bolster the economic 
Porential of the communities served Dy eheim nerity Dusme sen 
He sees that the development of local businesses should strengthen 
"three interlockingeg ‘economies' in the community," which 
eneludes: 

1. The income economy -- Development improves the 

community standard of living by increasing earning capacity 
and hence purchasing power: ror Byeme tie 200ds and “Service. 


avaılable”st Tower prices er (Deck. 


lbid., p. 94. 
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2. The political economy == Development enhances the 
political power of the community by increasing os conte 


over important economic resources. 


The psychological economy -- Development raises 


the self esteem of both the andavidual and thc go IE 
through increasing the community "es control over. mese 


Rosenbloom feels Chat conurel Tae 2 Ue 
n Lat it is this control that a mnoricy business iha TS 
Aao e negethen the three economies of 1ts Community ea a 
importance. Although the income economy is important, he feels 
that the major potential contribution a stronger minority busi- 
mess sector can make is in strengthening the political and 
An chological economies of its community TRO accom lish cine 
Objective will require the development of larger, more efficient 
businesses that can truly compete in the economic mainstream. 
Me MESBIC program, by its emphasis on the marginal businesses: 
Cannot do this. A final drawback is that if the vehicle to 
Supposedly help develop these new business enterprises is con- 
trolled by the same white outside interests that already domi- 
Mapes the black community, then the political and psychological 
objectives cannot be met because the community still has not 
received its independence: 

In conclusion, Rosenbloom believes that while there are 
some technical adjustments which can be made to help make the 
MESBIC a more viable instrument, like raising the minimum 
capitalization from $150,000 to $250,000, it still cannot re- 


solve this basic dilemma of being white-owned. As long as 


libid., p. 95. 


“Ibid., pp. 94-95. 
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eenerol is not in the hands oi the Diack community. tne Ultamare 
objectives cannot be met.” 

Probably the best Known and mest qucted erizre ss po Ns 
Federal disadvantaged welfare and assistance programs is Theodore 
L. Cross, lawyer and editor-in-chief and publisher of The Bankers 
Peeeazine. His book Black Capitalism: Strategy Tor Business 
the Ghetto proposed a broad scope plan of community development 
Moreh ne is now beginning to put into action on an experimental 
Mass in the Office of Economic OppertunTey. 

Cross starts at the beginning by trying to define tae 
objectives of our government-industry programs to stimulate 
economic development in the ghetto. Aimoush not openly ser. vie 
of the workings of the MESBIC program, per se, he does challenge 
the entire concept of any program to create a greater supply of 
black businesses. He feels that in so doing, we are creating a 
emeply when there is no demand. Gross firmly believes Chat we 
must follow the teaching of Lord Keynes and worry first about 
creating reasons for having truly viable larger-scale minority 
Pu ıinesses, of a size that have a real “impact on the minority 
communities. This means that we must first create a demand for 
goods and services that no one is now satisfying. If this demand 
is strong enough and only the minority business community can 
satisfy this demand, then new black businessmen will clamor 
ro meet this demand. They will bemi Coudre Tinanced 760, 


since the commercial lending institutions will be more than 


Ipia., pp. 96-97. 
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willing to take a lending risk because this risk will be far 
outweighed by the potential profit gains.” 
if we are truly serious about minority business vo tes 
ment, then Cross feels we should begin by working with the only 
side of the basic supply-demand equation that can really be 
rentrolled by the government. As he states: 
We will then set aside either through tax incentives, 
direct rewards, legal sanctions, on around recio 
of government purchasing -- a segment of national eco- 
mMome searceıities than can be savisti ed ont ar vac 
mercantile acts and employment of disadvantaged people 
of their neighborhood corporations.? 
Cross feels that the easiest and most controllable place to start 
is in the whole area of Federal procurement. By establishing 
firm and sizeable set-aside rules for direct Federal spending and 
Mine clauses in prime procurement convracvs, Wire. requires 
greater degree of subcontracting through disadvantaged businesses, 
we can create this demand for goods that will in turn create a 
demand for businesses. If this situation can be successfully 
meolenit about, most of the current business seimulation pro- 
grams, like MESBIC, may no longer be required. 
The total Opportunity Funding Corperatión concent thar 
(ress advocates brings in many aspects of ghetto community 


development that extend far beyond the scope of this paper. 


However, his concept of rigging the forces of the marketplace 





Imeodore L. Cross, "A White Paper on Black Capitalism,” 
Black Business Digest, 1I (November, 1971), 15-16. 


“Ibid., p. 16. 


SIpid., Doa LOS 
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Em tavor of disadvantaged businesses could be a highly dynamic 
mecehanısm to stimulate the development of a truly needeaesupels 


of disadvantaged businessmen. 








CHAPTER VII 


‘CONCLUSION 


The Primary Question 

ae primar rysguestion this study has sougat to answer is 
whether the MESBIC program can become an effective Federally- 
Sponsored vehicle for providing venture capital to black busi- 
Mises My conclusion is that it can, but “only if its objectives 
are more carefully defined and segmented and if its structure 
and method of implementation are changed in line with its revised 
objectives. The concept is good, the need is present and the 
moeential for success is favorable. But as the MESBIC program is 
mimeenbiy attempting to function, it stands little chance of being 
an effective vehicle for helping black business to achieve the 
degree of viability sought, either in ghetto economic development 
or in entering the economic mainstream. Before describing some 
changes which may be necessary to make the MESBIC program more 
di ec ive, á brief review- of the findings of this study will 


be made. 


Summary of Findings 


First, it has been shown that black-owned businesses 
are not even closely operating in the American economic main- 


stream. Nor are they making more than a very minor impact on 


ESO 
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pie economic development of black communities. Second, the black 
Pommunities themselves are caught in an economic deprivation trap 
from which they cannot escape on their own. Racial discrimination 
plus the lack of a business heritage have kept blacks from acquir- 
ing the entrepreneurial and managerial expertise and an accumula- 
Gea wealth base by which to build a strong business community. 
Business and economic opportunities are becoming more readily 
available to them, especially in the inner cities from which whites 
Poem lecióng at an increasing rate. Yet the majority of these 
Semervunities are of marginal profitability, since they are loca- 
F Fin high unemployment areas where high incidents of crime and 
social unrest make the probability of success extremely unfavor- 
able. Third, although the banking communities, both black and 
white, are making small but sincere attempts toward becoming 
more available to black businessmen, the element of risk is still 
iii that even the most liberal banker is able to assist to 
limited degree. The conclusion, then, is that if real 
progress is to be made in fostering greater black business develop- 
ment, which must be considered an unquestionable public goal on 
s moral and economic grounds, it cannot be made without the 
aid of the Federal government. This is true especially in the 
area of providing necessary venture capital. 

The SBA loan programs have been effective in providing 
more direct money to black businessmen and in supporting commer- 
cial loans made to them. But loan programs alone can only be used 
to leverage privately invested equity capital, the key financial 
Iperedicent mosti potential Dlack businessmen’ lack. The 


SBIC program, designed to serve the same equity needs of small 
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businessmen in general, has had a turbulent history. Even 
Mourteen years after its founding, this industry must still be 
considered only marginally effective, and the element of racial 
Ae imination has not been a factor. But from it came the 
basic framework and legislative background by which the MESBIC 
program was founded. 

The MESBIC program has been modified somewhat to over- 
Bomestche inherent shortcomings of the SBIC program, but after 
a little over two years in operation it is hardly the panacea of 
the minority businessman's equity capital needs. Probably the 
mest basic problem of the program is that there is really no 
elear-cut definition of its objectives. If we want to get more 
black businessmen in the economic mainstream, then its minimum 
capitalization requirement of only $150,000 will not allow this 
to happen. By this, a business may be interpreted as being in 
the economic mainstream only when it has a marketing base That 
at least transcends the inner cities and serves customers of more 
than one color. Conversely, if we want to make true economic 
development in the ghetto areas, the program is weak in that it 
Operates in a vacuum with respect to being part of any overall 
Eme vo development program. 

Another weakness of the present MESBIC program, which is 
somewhat akin to the criticism of its operating in a vacuum, is 
ea it tends to mix up. the order of the four ingredients neces- 
sary to create a viable business. The concentration seems to be 
Onrsettine money List. nen 1 finding the right ‘man, and hope 


tnat he has some entrepreneurial expertise, and finally in 
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leskıne for the profitable business opportunity. This follows 
Theodore Cross' idea that we are concentrating on finding a 
Apply of businessmen first and then on looking for a product 
Alemana in which to employ them, instead of concentrating on the 
Semana TUnCcCtTiOn first. If this premise is not correctmethe 
mü Lion has to be raised as to why the MESBIC industry, and even 
Ener SBIC industry, has such a large portion of its assets as yet 
uninvested. Nor have the SBICs or MESBICs fully used their SBA 
Ber rowing potential. Granted that many MESBICs are stild getting 
Samoan azed, it still seems strange that if there are that many 
good investments around, then MESBICs should be a bit more 
heavily invested, and more of their investments should be in 
Fay ventures rather than in debt lendings. The pcine Being 
eit appears’ that the MESBICs are not yeu attuned to the needs 
of the communities they serve, because I do not concur with 
Cross! belief that there are little current demands for black 
2w nesses. The blacks living in the ghettos are spending 
their money somewhere, and they could be spending at least some 
cia 10 Dlack-owned businesses. 

The program also fails to allow for some solution to The 
dilemma a really active MESBIC can find itself in if it is 
1 jl fully invested. since the minimum portfolio turn=-over 
is five years, assuming the investments are of an equity nature 
Wissen is the purpose of the program, the MESBIC is stymied from 
Encber activity Lor this period of time unless it can raise 


more capital, 
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Finally, the OMBE/SBA "coordinated effort" has been 
g0 Viac less than that. By the President's directive, OMBE 
io vnoe minority business development coordinating arm of the 
Federal government. However, the money for the program, the 
legislative authority for licensing and regulating MESBICs and 
the responsibility for MESBIC performance belongs solely to SBA. 
OMBE announced the program and OMBE set the goal of 100 MESBICs 
by June 30, 1970. Yet it was SBA's responsibility to meet this 
Mirealistic goal. A Robert Morris Associates study on the 
financing of minority business quotes a Chamber of Commerce 
report which states that there is a legacy of "bitter inter- 
agency squabbles, the absence of clear lines of authority and 
free tion, and a continued lack of stmong Presidential visi- 
bility" which has lessened the impact of the Administration's 
s LS in behalf of minority entero ieee 

It would seem then that OMBE may be more of a hinderance 
than a help to the cause of black business development. By the 
Same token, though, without OMBE's push, SBA may never have 


developed the program on its own. 


Assessing the MESBIC Potential 
fine President's Advisory. Council on Minority Business 
Enterprise has found that although all of the factors required 
to stimulate minority economic development are not known, it is 
known that the development of a viable economic base is essential. 


It further states: 


Inpinancing Minority) Businesses," pen ss. 








mo 
In a e e oen out che nacion's minority 
a e eere e a prowming demand for sufficient 
Soma lt dependence vo participate effectively in 
pers ysteme Too ofuen, a lack of access to the power 
l [u ei GS en atmosphere of frustration and anger 
Mie idas dra nteged:, parbicularly the poor, cannot 
help Puy Ge aware ©: che diserepamey between their 
economic condition and that of the larger society. 
Blacks appear to be willing to live in a semi-peaceful 
Be Sarsvence with the majority community, at least temporarily, 
I Siul lile it is really sincere in its promises of helping 
ara aequire greaver economic independence. A recent shooting 
ea black burglary suspect by the police in Hunter's Point, a 
Pte ghetto of San Francisco, points out his sense of restraint. 
Whereas a similar incident in 1966 created a riot that re- 
quired 2,000 National Guardsmen to quell, this time Hunter's 
ment black community action leaders kept the lid on the ghetto 
u sasa r So sought legal remedies to this potentially unjvetvitied 
homicide. This change of attitude was due mainly to the fact 
that the Hunter's Point residents now have an economic stake in 
their community and do not wish to see it destroyed. By a slow, 
Systematic process of elimination, blacks are buying out white- 
enm d Dusinesses and are developing a viable economic base on 
POCIT own.“ 
In addition, more white businessmen are becoming in- 


creasingly attuned to the needs of black businessmen and are 


Willing to participate in black business development. They are 


Minority Enterprise and Expanded Ownership: Blueprint 
ONE AS. PD. 


“David DuPree, "Joining the System," The Wall Street 
OLI A Jan. U, 1972 pr 1. 
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willing to provide money, managerial talent and moral support 
to their black counterparts, but need a successful vehicle by 
which to channel their efforts.” 
Blacks also appear to have the talent, the desire and 
Prem aetermination to become successful businessmen. Ed Murphy, 
a District of Columbia black who grew up in the heart of the 
city's ghetto, is about to build a $7.5 million black-owned hotel 
which may be but the start of a whole series of large-scale 
business ventures for him. Owner of a supper club and a super 
market, Murphy fought long and hard to get financial backing 
for his new venture. He finally received his money, after three 
and a half years of hard work, from the Economic Development 
Agency, under a disaster-loan grant. Even here, though, most of 
tie money will not go directly to him but to a nonprofit organi- 
denon that will lease the hotel to him. As Murphy has said: 
When a black is applying, and the people reviewing 

the loan run into a snag, instead of looking for alter- 

i Ves, they want to throw it Out. = „ +» Tf I nad iL 

fo do over again, I'd rather pay more interest fora 

bank loan. You can't imagine how nerve-wracking it's 

been for a man of action like me.2 


Carolya Walker of the District of Columbia's Interracial 


Council of Business Opportunity Office? and Michael Wallach of 


Michael Brower and Doyle Little, "White Help for Black 
Business," Harvard Business Review, XLVIII (May-June, 1970), 


4-6. 


“Aileen Jacobson, "The Gamble of A Black Businessman," 


The Washington Post, Potomac Magazine, Jan. 16, 1972, p. 14. 


Scarolyn Walker, private interview at Interracial Council 
Fen pl il O mportnndey. deshlinecton- Dos January. 197/2. 
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the Mayor's Economic Development Committee" both echo Murphy's 
words and Contend that there are plenty of potentially successful 
black businessmen available if only they would be given a fair 
Mance. 

There are also plenty of readily available business 
Meeorvlunities. Ihe District of Columbia Metropolitan Transit 
System (Metro) development fiasco is a good case in point. Metro 
mas been able to award only about $1.5 million of the first $300 
Mee? Or) in contracts to black=owned firms. Metro officials claim 
that the reason for this is that the black e Sirms have 
neither the "financial or technical capabilities to handle most 
Anne more lucrative contracts." 

T PI) trial Vorld Irt elr There appears CoR m 
erowing demand for new suppliers. As large-scale manufacturing 
Goncerns continue to specialize more on the production of finished 
seme oods and less on the production of fabricated parts, the 
Percentage of component parts being purchased externally is con- 
A a increasing in comparison to the number of parts being 


3 


Mmmaeouced internally. As modern purchasing, or materials manage- 
Meme, FUNCTIONS increase in importance, buyers are constantly 
seeking new sources of supply. In many cases, a manufacturer is 


maced With whe prospect of creating a new Supplier to meet his 


Michael Wallach, private interview at Mayor's Economic 
Development Committee, Washington, D.C, January 1972. 


“Kirk Scharfenberg, "Metro Impact Already Large," The 
vao N necon PO a See Ni Ds e 


Lamar Kee di agar omalad Wo Dob lew. Pur chasis saad 
Materials Management (New York: McGraw-Hill Book Company, 


i) 





138 

Meeads. In such instances, these companies are willing to provide 
a new Supplier with financial, technical and managerial assistance 
= mell as a ready market for his products. SO contrario 
popular belier, I believe that the trend toward industrial big- 
ness can create a ready demand for more minority businesses e 
eai rating in the manufacturing industries. 

lie Viewme@ne these 1acts; IT “beljeve: that the MESBIC can 
Eome an effective vehicle for providing venture capital, as 
well as other vital ingredients, to Minority businessmen: Erorr E 
it is privately capitalized and managed, which means that the 
Federal government can withdraw its financial support someday 
OUT disturbinge the managerial operations of the MESBIC, 
Kul sr i it provides the best vehicle in which a white businessman 
can channel his efforts, both financial and managerial. He can 
do that which he knows how to do best -- advise others in how to 
Bu mize and manage a business more effectively. Third, MESBIC 
Ber local delivery vehicle that can adapt and blend in to the 
total community effort. The SBA can act as a regulatory body 
Ne MESBICS in the Same Manner that the Securities and 
Exchange Commission regulates normal investment brokers, without 
meL government management in local community affairs. The 
Federal government can thus maintain a very low profile in the 
back communities and let the communities and the private white 
sector learn to work together toward a common black determined 


goal of economic development. Finally, MESBICs can help to 


ee 
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create some black businesses that are able to enter the economic 
mainstream and some that can make a significant contribution to 


the economic development of the ghetto communities. 


Recommendations For Change 

ae) rs paca. needed to make the MESBIC a more viable 
r cument or publife policy is a Better sence of national direc- 
[mea pürpose and degree of commitment to the needs of black 
Kur SS and black ' economic development Simply statea, bhi 
means that we must determine how badly we want to achieve these 
asas, how much of our national resources we are willing to 
eemmit to these purposes and what kind of payoff are we demanding 
mem our Federal investments. 

The President's Advisory Council on Minority Business 
Enterprise (PACMBE) has recommended no less than a high national 
Przserity and believes that the creation of a super-bureau to 
Gu tne total efforts of such agencies as SBA, OMBE, EDA and 
palos of OEO and the Department of Agriculture is a must. It also 
recommended that this super-bureau, which it calls the Agency 
ver Expanded Ownership, develop a network of 100 local delivery 
centers to act as the focal point of all Federal, local govern- 
ment, local community and private industry Toe INIS woulg 
allow broad goals and policies to be left on the Federal level, 
put allow the local consortium to modify and implement these goals 


amar policies. in lignt of local needs and conditions. 


Minority Enterprise and Exvanded Ownership: Bluéevrint 


arce (U's. pp. 2 10; 
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Iinesrresrdenv Trespondea to this recommendation by 
Ar rengtnenine the role of OMBE and by establishing these 100 
local delivery centers under OMBE's direction: > Whether this 
ies ayname approach is better or worse than the problems of 
Breaking a new super-bureau must be left to students of political 
science to determine. Nevertheless, there now will be a better 
mee. coordinative effort, which in turn may filter up to the 
parent agencies. This will provide a better framework in which 
c DIC can operate more effectively in its ghetto economic 
Gevelopment role. 

Mis veags=towrne Mnexterssue which com@erns the role wer 
Wer MESBIC itself in the local consortium. The government must 
ieee termine the objectives of the MESBIC program and structure it 
meeording to the objectives. 1 contend that we need two varieties 
Of MESBICS, those focusing on ghetto economic development and 
ase” tTocusine on the national markets of the economic mainstream. 

The ghetto oriented MESBIC can be developed on a lower 
Capital basis, since it will be supporting more retail and ser- 
rey pe of needs, and be more diversified in its investment 
pomerOolio. Those sponsoring these MESBICs should be inaustries 
dhave this type of expertise, such as grocery, Clothing, 
hardware, restaurant, banking and entertainment type of indus- 
neS., They are geared for consumer marketing efforts and can 
Memmore resoonsiple to thle needs of the local develop consortium. 


IT am not advocating marginal businesses but merely the smaller 


r ares cent aloe mar som. Q mone Ninericy 
Pater a e eral Register, ACI, No». 1095 -O6tó 135 191% 
9478-9479. 
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but potentially viable retail and service businesses that are 
necessary in any community. 

The economic mainstream type of MESBIC must be capitalized 
A much higher level, since it will be sponsoring manufacturing, 
construction and wholesale type of enterprises. These MESBICs 
Smsuld be aiilowed to concentrate™their total portfolios in one 
aA nL of an industry, such as electronics, in order to capital= 
Ee on the expertise of the sponsoring firms.. They should also 
be allowed to develop nearly subsidiary type businesses to ensure 
necessary marker Sior Che products of the new concerns. Of 
se this aspect will have to be closely monitored by SBA and 
an eventual tie-cutting mechanism will be required. But if we 
really want to allow these new industries to prosper, we must be 
willing to allow some early monopolization. I see no difference 
between this and the restrictive quota and tariff mechanisms we 
Mee to protect our industrial giants, such as the steel and 
textile industries, from foreign competition. 

PACMBE also recommended that we allow non-profit MESBICs 
De formed; that SBA or some other agency such as the Oppor-— 
tunity Funding Corporation be allowed to rediscount and repackage 
r PDICs portfolios to give them a new capital injection; 
that SBA be allowed to match MESBICs on a 6 to 1, vice the 
ASI OR 3 bo We Dasas if total capi talazatirom 1s) in exces. 
of $1 million; that MESBICs be encouraged to have programs 


managed by the local delivery offices; and that better incentives 
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Ber offered to industries in order to encourage them to sponsor 
a MESBIC." 

Made not agree chat we shoule allow. for the formation of 
Mon=profit MESBICs since it is likely to turn-off some of the 
white businessmen who will want to keep this in the realm of a 
bmsiness venture. Nor should MESBICs be managed by the local 
den Voy Offices, 

ThezVESERe— shonldasrbesckeprein proper perspective. It 

should be the exclusive domain of the majority business community 
to sponsor and manage as a capital-providing and managerial- 
Km Ling institution just like a normal investment house. The 
MESBIC will be coordinated under the local delivery center 
S@orcinative effort, but as a financial arm. The local delivery 
enter scan benter utilize i1ts@etfortsm@in developing a brea 
business development plan and in seeking out potentially profit- 
Ape” business ventures and businessmen. Once these are found, 
the MESBIC job begins and the MESBIC/black businessmen relation- 
Sms nhould be long and continuing. This also presents one 
potential weakness in the PACMBE rediscounting mechanism. While 
eee liy needed to allow the MESBIC to turn-over 1ts portfolio 
More quickly, the MESBIC must be felt to be responsible for the 
investment, even if it no longer holds the paperwork to ensure 
Pr continues the close rapport With 105 portfolio businesses. 

Uneetinal., buy Vitals consideration that must De properly 


understood is that MESBICs will not become profitable in the 


Minority Enterprise and Expanded Ownershi Blueprint 


fem. tae POS. pp. 47-49. | 
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Mot =Pun Or possibly not even in the intermediate-run. OMBE 
ana SBA insistance that white businessmen should sponsor a MESBIC 
che grounds that it can realize a substantial return on its 
muvestment by the capital gains its portfolio investments will 
Pre is unrealistic. MESBICs should still remain profit- 
Be nted but if good sponsors are to be attracted, the program 
Misco allow for more tax write-offs and other direct sponsor. incen= 
mame to make it worthwhile to invest more substantially in the 
l P TC and to have the sponsor assign really good managerial 
mment, and black talent wherever possible, to directing the 
MESBIC. 

As a final note, the roles of OMBE and SBA must be clearly 
Gk GQ in the area of who is responsible for what with respect 
p BCs. OMBE, with its easier access to the corporate glants 
Being part of the Commerce Department. might better concen: 
Mate on marketing the MESBIC product to big business. Once 
the sponsors are found, OMBE should let SBA take over from there 
ne technical organizinge, licensing, and regulating of the 
ME BIC. if the roles are clearly defined, conflict can be kept 


rosa minimum. 


Conclusion 
in summary, chen, there 12 a vital place for bae MESES 
concept in the redevelopment of the ghettos and in helping 
oc enterprise tente The economic malas reamtas lonas 


crepas “ob ectluves. os LruCcClume and controls Of Che program are 
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properly designed. But if MESBICs are allowed to proceed on 
Mee current nen=di rected course a5 a modified SBIC, the 


100th MESBIC may never be licensed, 
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